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CONCENTRATION IN BANKING CONTROL THROUGH 
INTERLOCKING DIRECTORATES AS TYPIFIED 
BY CHICAGO BANKS 


R. G. THOMAS: 
CJ steer rms, o of control in banking takes several 


different forms, one of the most important being the 

merging of various banks from time to time into larger 
institutions. This movement has been going on for many years 
and continues down to the present day. Branch banking, another 
type of concentration, is commanding widespread notice through 
its rapid increase in the areas where permitted. Still a third form 
of concentration in control is found in the use of the holding com- 
pany to purchase controlling interest in a number of banks. This 
is sometimes referred to as “chain” or “group”’ banking, the latter 
name being preferred by some writers on the subject.’ Finally, 
another form of concentration, also referred to as “chain” or 
“group” banking, appears in the affiliation of banks through inter- 
locking directorates, common officers, and sometimes common 
individual stock-ownership. 

Unlike branch and unlike group banking, as holding-company 
control is often referred to, the informal interbank relationships 
resulting from interlocking directorates and common officers have 
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received little attention. Some statistical information of the 
extent of such interbank control appears in a study made under 
the direction of the Federal Reserve Board in 1930.3 Also Profes- 
sor H. H. Preston, in a paper on “Chain Banking,” gave some 
consideration to this form of control.4 Cartinhour, in his recent 
book, has summarized the information contained in the study of 
group and chain banking made for the American Bankers Associa- 
tion.’ Perhaps one cause for the relative paucity of information 
about “chain banking,” as this form of control will hereafter be 
designated in this paper, is found in the difficulty involved in dis- 
covering these relationships. Whereas the existence of branches 
and of holding-company control is easily discovered once the con- 
trol is set up, informal chains can be discovered only by a pains- 
taking study of lists of stockholders, officers, and directors of all 
the banks in the district under consideration. At best it is a 
tedious and uncertain task to discover the devious relationships 
existing between banks. Of course the chain relationships are 
known within the banking fraternity and to the supervising 
officers, but persons possessing knowledge regarding chains have 
not been disposed to assemble and publish their information for 
the benefit of the general public. It may be worth while, there- 
fore, to examine in some detail the interbank relationships of the 
Chicago area which are primarily of the informal interlocking 
directorate type. 

Before proceeding further it is necessary to define terms. In the 
study appearing in the Federal Reserve Bulletin, a group or chain 
was defined as three or more banks tied together by a non-banking 
holding company, by ownership of stock by the principal bank or 
by individuals associated with it, or by ownership of controlling 
interest by an individual or group of individuals.® For the purpose 
of this discussion, however, a banking chain is defined as two or 
more banks, operating in separate locations (to exclude state- 
national affiliations where the state bank is operated as a depart- 


3 Federal Reserve Bulletin, April, 1930, pp. 144-57; ibid., December, 1930, pp. 
766-68. 

4 Ronald Forum, May, 1928, pp. 74-79. 

5 Op. cit. 6 Federal Reserve Bulletin, April, 1930, pp. 147, 149-50. 
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ment of the national bank), controlled by any one of the following 
means: common stock-ownership by one or more individuals, 
common officers, interlocking directorates of such a nature as to 
indicate probable common policies or control. This leaves the 
holding-company method of control to be designated as “‘group 
banking”’ in contrast with the looser affiliations of ‘chain bank- 
ing.” The reason for making the minimum number of banks two 
instead of three is that concentration in control is indicated quite 
as much by the joining of two banks as three, and in a large num- 
ber of cases two separate unit banks are affiliated and should 
therefore be given consideration as contributing to chain banking. 
Further justification of this position is found in the fact that in 
the studies of branch banking one branch only is sufficient to 
classify the parent as a branch bank. In fact, out of a total of 
822 banks in the United States operating branches in 1930, 448 
were operating only one branch.’ 

It would be both difficult and unprofitable to attempt to trace 
the history of chain-bank development in Chicago in any system- 
atic manner. It is enough to cite the existence of chains at various 
times as an indication of the trend. It is particularly difficult his- 
torically to trace chain-bank relationships since they were sel- 
dom brought to light unless failure brought a bank, or banks, to 
public notice. As early as 1893 chain banking had invaded the 
city. The Columbia National Bank, which failed that year, was a 
part of a chain of Illinois banks controlled by Zimri Dwiggins.* 
Fours years later failure of the Atlas National Bank disclosed the 
fact that it was tied to the Dime Savings Bank through inter- 
locking directorates.° 

At the time of the spectacular Walsh failure in 1905, there were 
three banks tied together under Walsh’s control. These were the 
Chicago National, the Equitable Trust Company, and the Home 
Savings Bank, all of which failed together.” In 1909 there were 
four clearly defined banking chains in the city." One consisted of 

7 Ibid., p. 145. 8 F. M. Huston, Financing an Empire, I, 248. 

9 Bankers Magazine, LIV (1897), 121. 

%” Chicago Daily News, December 18, 1905. 

« Information compiled from lists of officers and directors of Chicago banks ap- 
pearing in the Chicago Evening Post’s “Handbooks of Banks,”’ III, No. 1 (1999). 
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two state and two national banks under the control of William A. 
Tilden; another consisted of three state and one national bank 
under the control of S. R. Flynn; a third consisted of three banks, 
a big national and a big state bank operating in the same quarters 
and an outlying state bank under the control of James B. Forgan; 
and the fourth was a small two-bank affair. Between 1913 and 
1914 a chain of one parent, the LaSalle Street Trust and Savings 
Bank, and six subsidiaries was set up. The chain collapsed and 
all but one of the subsidiaries were liquidated as a result of the 
failure of the parent-bank in June, 1914.” 

By 1917 there were nine chains of banks in Chicago,” five of 
which involved big Loop banking interests. The largest chain in 
point of numbers involved centered around the Central Trust 
Company to which were tied four outlying state banks through 
interlocking directorates. Another chain included the Fort 
Dearborn National Bank and its subsidiary, the Fort Dearborn 
Trust and Savings Bank, and the Drovers National Bank and 
its allied Drovers Trust and Savings Bank. A third chain con- 
sisted of the First National Bank with its subsidiary, the First 
Trust and Savings Bank, and the Security State Bank and its 
subsidiary, the Second Security State Bank. A fourth chain 
was made up of the Continental and Commercial National Bank 
and its two subsidiaries, the Continental and Commercial Trust 
and Savings Bank and the separately operated Hibernian Banking 
Association. The fifth chain, a two-bank affair, was made up of the 
Union Trust Company and the Mercantile Trust and Savings Bank. 
The four remaining chains consisted in one case of three small 
national banks and, in the other three cases, of two outlying state 
banks each. These nine chains, consisting of twenty-seven banks 
in all, controlled 55 per cent of the city’s banking resources. How- 
ever, the chain banks made as imposing a show as they did at this 
time because of the inclusion of the First National and the Conti- 
nental and Commercial groups, whose resources alone accounted 
for three-fourths of the resources of the chains. It does not mean, 


"2 Chicago Daily Tribune, August 20, 1914; Chicago Economist, August 1, 1914. 
3 Chicago Evening Post’s ‘Handbooks of Banks,” XI, No. 1 (1917). 
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therefore, that chain banking in the ordinary sense has reached 
as great importance as might appear at first thought. 

The local development in affiliation of unit banks probably 
reached its peak to date in 1930. In Chicago and the immediate 
surrounding territory there were at that time at least one hun- 
dred and seventeen banks affiliated in one manner or another 
with a chain or group of banks. This count does not include, of 
course, the non-banking affiliates such as security companies, 
safety-deposit companies, and the like. The largest chain, meas- 
sured by the number of banks involved, was that controlled by 
John Bain and included thirteen state banks with total resources 
of $25,000,000. Next in line came the twelve banks controlled 
by individuals associated with the National Bank of the Republic 
with total resources of $253,650,000. Seven banks were in the 
zone of influence of the First National and the First Union Trust 
and Savings Bank, making nine in all, with resources of $695,290,- 
ooo. The Foreman family was involved in eight banks with re- 
sources of $353,100,000. Six outlying banks under the control 
of Raymer, Schmidt, and Wachoski had resources of $33,780,000. 
The remainder were in chains of from two to five banks each with 
resources varying from $150,000 to $23,000,000. The majority of 
these banks—ninety-four of the one hundred and seventeen, to be 
exact—were located within the corporate limits of the city of 
Chicago. Of the two hundred and six banks in Chicago in 
October, 1930, ninety-four, or a little less than one-half, were 
involved in chain or group banking. The total resources of these 
ninety-four banks were $1,746,240,000, or over 48 per cent of the 
total banking resources of the city. Of the banks located outside 
of the Loop district, 44 per cent of the number, controlling 57 per 
cent of the resources, were involved in affiliations of one type or 
other. It is evident, then, that group or chain banking had 
reached a point of considerable importance in Chicago banking, 
both in the way of resources and in the number of banks in- 
volved. 

% Compiled from the Chicago Evening Post’s “Handbooks of Banks,’’ XXIV, 


No. 3 (1930), and the Chicago Evening Post, June 7, 1930 (bank stockholders’ 
number). According to information collected by the Federal Reserve Board there 
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As was pointed out previously, the informal control arising 
out of common officers and interlocking directorates is the form 
most commonly used in Chicago. In only two cases were holding 
companies relied upon to own controlling interests in the stock 
of banks making up the groups. Of the eleven banks affiliated 
with the National Bank of the Republic, controlling interest in the 
stock of six was held by the National Republic Bancorporation, 
an affiliate of the National Bank of the Republic. Four of the 
remaining members of the group were brought under the influ- 
ence of the National Bank of the Republic through officers who 
were also officers of that bank. One, the Chicago Trust Company, 
was tied to the National Bank of the Republic by common stock- 
ownership brought about by trusteeing the stock of the former for 
the benefit of the stockholders of the latter institution. The 
second instance of the use of the holding-company control is found 
in the use of the Lews Company, controlled by John Bain, to pur- 
chase stock in banks forming the Bain chain. However, control- 
ling interest was in no case held by the Lews Company, but its 
holdings were used to supplement the private holdings of Bain. 

In only a few cases has concentration of control been achieved 
through stock-ownership by the same individuals. The Foreman 
State Trust and Savings Bank was tied to the Foreman State 
National Bank through the process of trusteeing the stock of the 
former for the benefit of the stockholders of the latter. This same 
plan was used in tying the First Union Trust and Savings Bank 
to the First National. Although not a member of a chain, the 
Stock Yards Trust and Savings Bank was joined to the Stock 
Yards National Bank in the same manner. In each of these three 
cases the state bank was operated as a separate department of the 
national bank and occupied part of the same building. Such af- 
filiations are not considered as constituting a chain except when 
both are affiliated with an outside bank or banks, in which case 
they are both counted. Besides affiliated banks operating as sepa- 


were nine banking chains or groups in Chicago in December, 1929, in which there 
was actual or potential control over three or more banking units. These nine chains 
involved sixty-four banks. The above described chains are specifically mentioned in 
the report of the Federal Reserve Board. Hearings before the Committee on Banking 
and Currency, House of Representatives, Seventy-firs: Congress, Second Session. 
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rate departments at the same site, there were a few banks—six, to 
be exact—operating at different locations which were tied to- 
gether by the same trustee arrangement. These were: the Lawn- 
dale State Bank, affiliated with the Lawndale National; the 
Second Security State Bank, affiliated with the Security State 
Bank; and the Chicago Trust Company, affiliated with the Na- 
tional Bank of the Republic. Each of the last two pairs was 
affiliated with a chain of other banks. 

Of the ninety-four banks affiliated with some form of chain or 
group in Chicago, eight were joined by the trusteeing process, six 
were joined under the National Republic Bancorporation holding 
company, and thirteen were under the combined holdings of the 
Lews Company and the private holdings of John Bain. Thus 
twenty-seven in all were united by one form or another of com- 
mon stock-ownership by either individuals, holding companies, or 
combinations of the two, leaving sixty-seven banks affiliated by 
the less formal method of interlocking directorates and common 
officers. This latter type of affiliation appears to have developed 
through the extension of the influence of individuals who are 
elected directors or appointed officers in the several banks of the 
chain. Usually such individuals own a fairly substantial block of 
stock in each bank, possibly enough at times, under the cumula- 
tive voting permitted in Illinois, to elect a director or two but not 
enough to give a controlling interest. Some illustrations of this 
may be useful in getting an understanding of this type of control. 

The five members of the Foreman family owned substantial 
amounts of stock in six outlying banks. At most their combined 
stock holdings did not exceed 20 per cent of the stock of any 
given bank. Yet the Foreman name appeared as chairman of the 
executive committee of three of these banks and, in addition, as 
president of one of the three, as chairman of the board of directors 
in a fourth, and twice as director in each of the remaining two. 
There can be little question as to the influence afforded the Fore- 
man interests by their official positions. In the First National 
group, Craig B. Hazelwood, vice-president of the First National, 
owning twenty-six shares of stock in the Lake Shore Trust and 
Savings Bank, was chairman of its board of directors. The board 
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of directors of the Mercantile Trust and Savings Bank was tied 
to that of the First National Bank through the presence of Harry 
A. Wheeler as a member of its board of directors and of F. H. 
Rawson as chairman of the board. The former was president and 
the latter chairman of the board of directors of the First National. 
The combined holdings of the two were about seven hundred out 
of a total of six thousand shares. The Security banks, organized 
originally by the late James B. Forgan of the First National, were 
tied to that institution through its vice-president, James B. 
Forgan, Jr., as chairman of the board of each. His holdings of 
stock in the Security banks in 1930 was less than 25 per cent of the 
total. The chairman of the board of the Community State Bank 
and of the Liberty Trust and Savings Bank was Walter M. Hey- 
man, vice-president of the First National. In these banks the 
Heyman family owned less than 10 per cent of the stock. The 
Terminal National Bank was tied to the Central Trust Company 
through Eugene E. V. Thayer, chairman of the executive com- 
mittee of the Central Trust Company, and S. H. Otis, vice-presi- 
dent of the Central Trust, who were chairman of the executive 
committee and vice-chairman of the board of directors, respec- 
tively. The combined holdings of the Thayer and Otis families 
were only thirteen hundred and seventy-five out of a total of 
seventy-five hundred shares. 

There seems to be no particular advantage in continuing this 
analysis in detail. It is sufficient to say that sixty-six of the banks 
combined into chains were tied together in this informal and 
rather intangible fashion. Perhaps the legitimacy of assuming 
that interlocking directorates are evidence of chain relationship 
may be questioned on the grounds that interlocking directorates 
in themselves do not necessarily prove unification of control. 
One individual acting as director of more than one bank is of 
course no proof at all of such control. However, in the chains or 
groups considered here the directors are either chairmen of the 
boards or officers in the several banks. True the control is not 
so powerful and certain as it is where common stock-ownership 
or holding-company control exists over a majority of stock. 
Rather it is control exercised through the consent of the other 
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stockholders, yet it may be none the less real though voluntarily 
permitted by the majority stockholders. 

Another interesting feature of Chicago chain banking is the 
peculiar overlapping in authority which sometimes appears. For 
example, one of the two outlying banks of which Emil Seip was 
president was under the influence of the Foreman interests while 
the other was not. Another strange set-up was found in the fol- 
lowing situation. Three outlying national banks, the Portage 
Park, the Albany Park, and the Irving Park, were joined by a 
common controller. Ralph S. Davis was president of one bank, 
the Portage Park National, and was also president of a fourth 
bank, the West Irving State Bank. Ralph N. Ballou was presi- 
dent of the Irving Park National and the Pinkert State Bank and 
executive vice-president of the Bowmanville National Bank. 
Thus six banks are nicely entangled in an arrangement that can- 
not be explained by individual control of stock. A number of such 
“chains,” if they can be called by that name, could be mentioned. 

These banking affiliations are the result of varied motivating 
forces. They may be partially attributed to fundamental changes 
going on in the development of the city itself. The growth of 
population with increasing congestion in traffic has made for the 
rapid development of banking in residential districts since the 
World War. The needs of the outlying communities for more 
convenient banking facilities have led to the rapid growth of 
banks in outlying districts. The downtown banks could hardly 
look without envy at the lucrative savings-bank business that 
thus developed. In the absence of branch banking the only means 
of participating in this business was to buy into established banks 
in the new territory or establish new ones. Both plans have been 
followed by Loop bankers and have resulted in the development 
of the chains described whose control centers in the officials of the 
downtown banks. In contrast to the benefits of the holding-com- 
pany group and branch banking, the benefits of such excursions 
into new territory might appear at first thought to accrue directly 
to the officers of the Loop banks themselves rather than to their 
bank. Although the direct profits growing out of the prosperity of 
outlying banking accrue to the individuals holding stock, indirectly 
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the Loop bank profits from the relationship with the outlying 
bank. The outlying banks will normally avail themselves of the 
varied correspondent services of the Loop bank. At the same time 
they are in a position to benefit by the counsel of the Loop bankers 
and are reasonably certain of support by the stronger institution 
in times of stress. 

An explanation of the development of the chains involving out- 
lying bankers exclusively is perhaps much the same. A successful 
outlying banker wishes to extend his influence into a new district 
to enable himself to tap banking-business developing outside the 
range of his original institution. A purchase of stock in another 
bank is the result, and, if influential enough, he may be made a 
prominent officer. Sometimes perhaps one or several influential 
stockholders in several banks may support a bank official in whom 
they have confidence for a position in each bank, thus giving rise 
to the chain relationship. In at least one case it seems probable 
that the moving force was a desire to expand banking enterprises 
in such a way as to support other private business ventures. The 
Bain banks, dominated by a prominent real estate dealer, were 
long abnormally heavily involved in real estate loans. In 1930 the 
combined real estate loans of the thirteen banks in the chain were 
52 per cent of all loans, 41 per cent of combined loans and invest- 
ments, and 75 per cent of the combined time deposits—a condition 
not consistent with sound banking policy. Another condition re- 
sponsible for the extension of the influence of established bankers 
into new districts arose out of the failure of banks. At such a time 
if the need for a bank seems great enough, bankers in the Loop 
or in the outlying districts may assist in the organization of a 
bank to succeed the old one. The prestige of the reputable bank- 
ers quickly attracts business to the new institution and aids ma- 
terially in its development.’ 

The failures among Chicago banks since 1930 were a hard blow 
to chain banking in the city. Between January 1, 1931, and 


1s This was true of the organization of the Security State Bank, James B. Forgan, 
Recollections of a Busy Life, p. 165. Also, it was announced that the Foreman-State 
banking interests were to organize a successor to the closed Independence State 
Bank. Chicago Daily Tribune, March 5, 1930. 
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November 16, 1932, one hundred and fifty-one banks suspended 
in Cook County, one hundred and fourteen of which were located 
in Chicago. Fifty-eight of the one hundred and fourteen were 
members of chains or groups. In the fifty-eight were included two 
merged banks which were formerly chain members, making sixty 
banks affiliated with chains in 1930 which had suspended by 
November 19, 1932. In addition, three members of the Foreman 
group were merged with members of the First National group to 
avert failure. Actually, then, sixty-three of the ninety-four mem- 
bers of chain or group affiliations in Chicago at the end of 1930 
had disappeared by November 19, 1932, through actual or threat- 
ened suspension. If we compare the total failures in the city with 
the total number of banks at the end of 1930, we find that 57.7 per 
cent of all the banks in the city suspended or merged to avoid it. 
On the other hand, 67 per cent of the chain and group affiliates 
were so removed from the banking field. This somewhat worse 
experience of these banks would seem unfavorable to this type of 
banking. The difference may easily be accounted for by the fact 
that weakness, developing in one or two members of an affiliated 
group, will cause suspension of all. Thus, chains are unusually 
susceptible to failure in times of uncertainty. It can hardly be 
argued, therefore, that banks affiliated into chains or groups in 
Chicago are less sound than the unit banks not so affiliated; they 
are merely more likely to fail in case of panic among depositors. 
The Bain group was badly managed, and, on the whole, the 
members were not maintained in a satisfactory, liquid state for a 
number of years. However, the same criticism applies to many 
of the non-affiliated banks. On the other hand, some of the banks 
affiliated with sound Loop banks and some of the outlying chains 
have been managed in a creditable manner. From the record of 
failures it seems impossible to say, with any degree of certainty, 
that chain banking during the late difficulties has been a source of 
either strength or weakness. As so often is the case, the answer 
must be that it all depends upon the nature of the management. 

In connection with this description of a particular example of 
bank affiliations, it seems pertinent to raise the question of the 
probable effects which may be expected from the various forms 
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of bank affiliation and concentration in control. It may be that 
the Chicago experience will add some small contribution to the 
answering of this question while at the same time the general 
conclusions may be useful for evaluating the type predominant in 
the city. Is some form of tying together of unit banks to be pre- 
ferred to branch banking? It may be argued that as a matter of 
public policy sound banking must be promoted and that an im- 
portant step is taken in the right direction in the affiliation of 
unit banks. Regardless of the form taken, concentration of con- 
trol is valuable if those in control are conservative, honest, and 
intelligent bankers. Oversight of loans, assistance in making 
profitable and sound investments, concentration and economy of 
service, and advantages in purchase of supplies are all claimed for 
the group (holding-company) form and should appear to some 
extent regardless of the form taken. On the other hand, it is 
clear that if those in control are ignorant or unwilling to apply 
good banking principles to the control of the banks’ affairs, the 
results are bound to be undesirable. The varied and devious inter- 
relationships as well as the mere size of the group make the prob- 
lem of control more difficult for the supervising authorities, and 
thus the public hazard tends to be increased in direct proportion 
to the increase in size of the group. Moreover, if the controlling 
interests are actually dishonest, chain and group banking open the 
door to wholesale fraud and the loading-up of the members with 
worthless paper in the sale of which those in control have a per- 
sonal business interest. The advantages which can be claimed for 
the group or chain systems can be even more strongly claimed for 
a well-managed branch-banking system. In addition, a branch 
bank has a source of strength in its legal obligation to support all 
of its branches for which group and chain banking have no ade- 
quate counterpart. Moreover, from the bank’s own standpoint, 
a branch is better able to handle profitable business of big cus- 
tomers than a group or chain of small banks since it is better able 
to meet the legal requirements as to size of individual loans while 
its branches enable it to render more complete service to concerns 
which have branches in different locations. Further, the economy 
involved and the public convenience gained in operating a larger 
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number of branches instead of the relatively expensive unit banks 
should be considered. Competent supervision should be easier to 
obtain with branch banking than with chain and group banking 
where both state and national banks are often involved. Finally, 
it might be urged that branch banking is a little less susceptible to 
financially irresponsible control than group or chain banking. 
Occasionally, there appear instances where pyramiding has been 
resorted to by organizers of chains asa means of fraudulent avoid- 
ance of legal paid-in capital requirements."* Let us now examine 
the further question of the desirability of group (holding-com- 
pany) banking as compared with chain banking growing out of 
interlocking directorates. 

On the side of the interlocking directorate type of affiliation it 
may be argued that in the event of failure the depositors are per- 
haps in a better position than those of a holding-company type so 
long as double liability is not enforced against the stockholders of 
the companies holding bank stock. On the other hand, it seems 
probable that more responsible oversight over the affairs of the 
affiliated banks will be exercised by those in position of control 
where the holding company or some other form of common owner- 
ship of stock is involved than in the case of the looser form of 
affiliation through interlocking directorates. A holding company, 
or the bankers sponsoring it, can hardly allow one of the members 
to become insolvent and fail without taking strenuous measures to 
prevent it. True, there is no particular legal obligation to do this, 
but the failure in such a close association tends to be fatal to all. 
But affiliates tied by common officers and interlocking directo- 
rates may be allowed to fail without any great danger to the other 
banks of the chain. This is particularly true if the control is not 
too apparent. For example, any weakness which might have ap- 
peared among the banks controlled by the National Republic 
Bancorporation would have caused considerable alarm and in- 
duced active preventive measures on the part of the National 

%6 The collapse of the La Salle St. Trust and Savings Bank chain in 1914 revealed 
the fact that funds were borrowed from established banks to provide stockholders 


with funds to start new banks. This seems to have been practiced in connection with 
one of the chains which failed in 1931. 
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Bank of the Republic with which the holding company was af- 
filiated. However, during 1931 two outlying banks, whose presi- 
dent (at least at the end of the year 1930) was a vice-president and 
a director in the National Bank of the Republic, were allowed to 
suspend. The parent-bank, if it can be so designated, probably 
gained as much through affiliation in the latter matter as in the 
first but assumed less responsibility. One may conclude, then, 
that holding-company control is probably preferable to control 
throvgh interlocking directorates. This would be particularly 
true if effective provision should be made for double liability of 
holding companies. This might be obtained by requiring the 
accumulation of sufficient surplus by the holding company or by 
applying double liability to the holding company’s stockholders. 


THE DEMAND CURVE FOR CIGARETTES 
E. H. SCHOENBERG" 


T= cigarette industry has been the subject of much dis- 
cussion. The decline in consumption and the appearance 
of ten-cent brands on the market give rise to speculation 
about the prospects of the industry, especially with reference to 
its continued profitableness. The prosperity of the cigarette in- 
dustry assumes importance beyond the sphere of private interest 
because the federal government draws some 350 million dollars 
annually from it. Aside from being a lucrative source for taxa- 
tion, the industry is a unique exception when we view the record 
of its earnings for the depression years. Even in 1931 the two 
leading cigarette companies showed substantial increases in net 
earnings available for dividends. Table I presents these figures 
for the period 1929-31. 


TABLE I 
Net EARNINGS AVAILABLE FOR DIVIDENDS 
(mn Dotrars) 
American R. J. Reynolds 
Year Tobacco Co. ibe Co. 
46,189,741 36,396,816 


The decline in the total consumption of cigarettes during the 
calendar year 1931 was 5 per cent compared with 1930, remark- 
ably small when compared with the inroads the depression made 
into other consumption goods. Withdrawals for consumption for 
the ten months of 1932 are 10 per cent below the level of the 
corresponding ten months in 1931. However, relatively small as 
this decline in consumption was, it caused a good deal of excite- 
ment because it was unexpected. Smoking habits were supposed 
to be so definitely fixed as to make a decline of consumption in 
times of business depression exceedingly improbable. 

* Research Assistant, Department of Economics, University of Chicago. 
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In discussions on this topic little attention has been paid to 
the “real” price for cigarettes. In June, 1931, at a time when 
virtually all other prices had fallen, the money wholesale price 
for the four leading brands was raised from $6.40 to $6.85 per 
thousand, despite the fact that the prices for leaf tobacco and 
wages had fallen and that the income of the consuming public 
had been reduced considerably. The increase in the “real” price 
for cigarettes is, however, much greater. When we use the Bureau 
of Labor Statistics’ wholesale price index as a deflator, we arrive 
at a price of $9.07 for 1931 as against $7.41 in 1930 and $6.32 in 
1929 for one thousand cigarettes at wholesale. The average price 

TABLE II 


Tax-WITHDRAWALS OF SMALL CIGARETTES, 
FiscaL YEARS* 


Years Cigarettes Years Cigarettes 
3,666.8 


* Annual reports of the Commissioner of Internal Revenue. 


for the nine months in 1932 relative to all other commodities is 
as high as $10.45. It cannot be the object of this paper to present 
arguments for or against price reductions.? The writer believes, 
however, that the statistical analysis of the price-quantity rela- 
tionship is justified by the fact that it leads to an understanding 
of a historical development. The writer does not pretend that the 
results obtained will hold also for the future. 

The statistical analysis in this study is based on the experience 
of the years 1913-31. However, it seems advisable to discuss 
briefly the history of cigarette consumption from the beginning. 
Table II lists the total consumption of small cigarettes in five- 
year intervals from 1880 to 1930. The manufacture of cigarettes 
in the United States began about 1864, in which year 19,770,000 


2 Since this paper went to press, the wholesale price has been reduced from $6.85 
to $6.00 per thousand. 
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cigarettes were made.’ But apparently this early habit of cigarette- 
smoking was only an ephemeral fad, for in 1869 the number of 
cigarettes manufactured had declined to about 1,750,000.4 By no 
means did the Civil War have the same influence that the World 
War had upon the habit of cigarette-smoking. The annual output 
of cigarettes increased steadily after 1869, first slowly, then from 
1875 on, rapidly. The decade from 1875 to 1885 is characterized 
by the introduction of cigarette machines, of which the Bonsak 
machine seems to have been the first successful one. A stimulat- 
ing influence is also attributed to the reduction in the cigarette 
tax in 1883 from $1.75 to $0.50 per thousand. Machine produc- 
tion and tax reduction thus appear to have brought about a rapid 
increase of production. In 1898 a decline in output occurred; this 
continued until 1901 and may have been due to adverse legisla- 
tion. In several states laws were placed on the statute books 
either prohibiting or making the sale and consumption of ciga- 
rettes more difficult. In addition to adverse legislation, the tax 
on cigarettes was increased in 1897 from $0.50 to $1.00, and in 
1898 to $1.50 per thousand. From 1902 on, the cigarette experi- 
enced a new wave of popularity, which in the succeeding twenty- 
eight years increased the consumption more than forty-six times. 

The year 1914 and later years, particularly those of America’s 
participation in the World War, mean distinct turning-points in 
cigarette consumption. The expansion became phenomenal. If 
one tries to analyze the complexity of this phenomenon, one 
might summarize the facts that explain the rapid increase in 
cigarette consumption as follows: 

Introduction of labor-saving machinery made large-scale and 
economical production possible. Through advertising, particular 
brands have been given a nation-wide publicity, and a persistent 
demand has been created for them. The art of blending domestic 
and Turkish leaf has had an important bearing on the popularity 
of the domestic brands. In addition to these influences, popula- 
tion density is related to cigarette consumption. The industrial- 
ized sections of the country are much larger consumers of ciga- 


3C. A. Werner, Tobaccoland, p. 43. 4 Ibid. 
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rettes than rural communities.’ Increased urbanization is there- 
fore another factor which influences the amount of cigarettes con- 
sumed. The World War, however, gave cigarette-smoking the 
greatest impetus. Charles D. Barney® advances the following 
reasons: 

For most people smoking has a soothing effect on the nervous system, and 
soldiers and sailors, subjected to a continuous nervous and physical strain, 
resorted to smoking as a relief and distraction. Cigarettes were more con- 
venient to carry, better packed to withstand climatic rigors, more economical 
in consumption and price, and presumably more appealing to the taste than 
tobacco in other forms. Men, who never smoked before, while in the service 
turned to the cigarette as a source of solace. Cigar and pipe smokers in the 
service, unable to procure their favorite smoke, turned to the cigarette as an 
acceptable substitute. The hold which the cigarette had on the men in the 
service is typified by a soldier’s declaration which later was used extensively 
as an advertising slogan: “I would walk a mile for a Camel.” 


Increases in the tax on cigarettes in November, 1917, to $2.06 
and in February, 1919, to $3.00 per thousand could not check this 
tremendous growth in consumption. 

More significant, perhaps, than the fact that the cigarette en- 
joyed such extraordinary popularity during the war is that this 
popularity was not only retained after the war but obviously 
expanded. Women became cigarette-smokers and constitute now 
another factor promoting a high rate of consumption. 

Increased consumption is, of course, partly due to an increase 
in population. In order to eliminate the effect of population 
growth upon cigarette consumption, total consumption figures 
have been reduced to a per capita basis. In 1913 the per capita 
consumption of cigarettes was 161.18. The year 1917 shows an 
increase of more than 100 per cent, with a per capita consumption 
of 345.80 cigarettes. In 1929 the per capita consumption amounted 

5 For the state of Iowa for 1930, the per capita consumption figure for the state 
as a whole is 542.5, as compared with an average for the United States of 940 ciga- 
rettes. The weighted average for all cities in the state of Iowa was 943.2. Des 
Moines, the largest city in the state, showed a per capita consumption of 1,086.9 
(Neil H. Jacoby, “The Estimation of Yields for State Tobacco Taxes,”’ prepared 
for the Social Science Research Committee, University of Chicago, February, 1932 
(unpublished], p. 116). 

6 The Tobacco Industry (1924), p. 22. 
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to almost one thousand cigarettes. Table III presents these ad- 
vances comparatively in percentages by decades from 1870 to 


1930. 
TABLE III 


PERCENTAGE OF INCREASES OF TOTAL CONSUMP- 
TION OF CIGARETTES COMPARED WITH PER- 
CENTAGE OF INCREASES IN POPULATION BY 
DECADES, 1870-1930 


Percentage of! Percentage of 
Ci tes | Population 
1930 OVer 1920........ 174 15 
1920 OVer IQIO........ 448 15 
IQIO OVer IQ00........ 228 21 
1900 Over 1890........ 18 20 
1890 over 1880........ 446 25 
1880 over 1870........ 2,821 30 
THE DATA 


The data on which the study is based were secured from the 
annual reports of the Commissioner of Internal Revenue and 
refer to calendar years. The number of cigarettes taxed repre- 
sents very closely the actual consumption, for the ‘“‘tax accrues 
upon removal of the cigarettes from the factory or place where 
they were made, or upon sale prior to such removal, and are to 
be paid by the manufacturer thereof by the affixing of stamps 
before removal.’”’ The act of affixing the sales stamps, therefore, 
definitely means the transition of the product into the hands of 
the dealer, because antedating the sales stamps would signify a 
dead investment on the part of the manufacturer. 

The demand under consideration is, therefore, a dealers’ de- 
mand. It is not consumption demand in the strict sense of the 
word; but since jobbers and dealers do not habitually keep large 
stocks, the figures represent fairly closely the quantities actually 
consumed. 

The price series which logically should be related to dealers’ 
demand are wholesale prices. It was not possible to compute an 
average of prices for different brands because of the reluctance 

7 Regulations, No. 8, relating to the taxes on tobacco, snuff, cigars, and cigarettes, 
etc. Treasury Department, U.S. Internal Revenue, p. 55, art. 72 (C). 
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of the cigarette manufacturers to furnish information. The prices 
used are the yearly average wholesale prices in dollars for Camels 
in packages (twenties) per thousand. The prices refer to calendar 
years. They have been obtained from the R. J. Reynolds Tobacco 
Company, Winston-Salem, North Carolina. The assumption that 
Camel prices are representative is supported by the fact that 
Camels are estimated to represent about 4o per cent of the total 
output of cigarettes, and that the wholesale price for the four 
leading brands has been virtually the same, for a reduction or raise 
by any one company was usually met by a corresponding change 
by the other companies within a very short time. It is, therefore, 
believed that a yearly average of Camel prices does indicate the 
price situation in the whole industry. 

The consumption data mentioned above have been reduced 
to a per capita basis in order to eliminate the changes in con- 
sumption resulting from an increase in population. Real prices 
have been associated with per capita consumption. The object 
was to measure the fluctuations in the prices for cigarettes rela- 
tive to all other commodities. If, for example, the price for 
cigarettes remains the same over a period of years while the 
prices for all other commodities fall, the “real” price for ciga- 
rettes has increased. Thus, money prices have been divided by 
the Bureau of Labor Statistics’ all-commodity wholesale price 
index (1926 = 100). 

Aside from price and quantity data, advertising expenditures 
appear as a variable in the statistical analysis. The series repre- 
sents the annual expenditures of the four leading cigarette com- 
panies for newspaper advertising. The data were obtained from 
the Bureau of Advertising and were, unfortunately, not available 
prior to 1923. 

Earnings represent the yearly average money earnings of 
urban workers as computed by Paul H. Douglas. 


THE DERIVATION OF THE DEMAND CURVE 
It is the object of this paper to investigate whether a relation- 
ship between the consumption of cigarettes and the price for 
cigarettes exists and, if so, to measure the degree of this relation- 
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ship and to express it in terms of a mathematical equation, with 
whose help we shall be able to estimate consumption for any 
given price for given years. For the sake of simplicity we shall 
experiment with the simplest type of equation and assume that 
the relationship between the number of cigarettes consumed and 
the price paid for them can be represented by a straight line. The 
first step in our analysis is to plot the consumption of cigarettes 
and the wholesale price. Each dot represents, therefore, a market 
transaction—the yearly average wholesale price and the quantity 
consumed per capita in that year. The observations, which are 
labeled with the year of their occurrence (Chart I) have been 
connected by straight lines in order to indicate the movement of 
successive observations. The later the observations, the higher 
their position on the chart, which means that consumption has 
increased as time passed. In more technical terms we say that 
consumption is a function not only of price but also of time. It 
seems advisable, therefore, when deriving the law of demand for 
cigarettes, to include in our equation consumption, price, and 
time—time being a catchall for factors which influence consump- 
tion but which have not been enumerated as yet.® 
The equation to our first demand curve is as follows: 


X= 692.9—22.6y+52.2¢, (1) 


where x is the number of cigarettes consumed per capita, y the 
real price at wholesale for Camels in dollars, and ¢ is time meas- 
ured in years. The foregoing equation means that, based on the 
experience of 1913-31, an increase of one dollar in the annual real 
price for one thousand cigarettes, other things remaining equal, 
is associated with a decrease of 22.6 cigarettes in the per capita 
consumption. “Other things,” however, do not remain equal. 
The demand for cigarettes has been increasing from year to year 
as a result of other factors, such as changes in smoking habits, 

§ The general law of demand for cigarettes may then be symbolized as follows: 
x=f(y,....4). This function is assumed to be a decreasing function; it is further 
assumed that the ‘emand curve retains its shape during the period under discus- 


sion. The follow . »e of equation was used: x=a—by+ct. Fitting this curve to 
the data, we are..." that the demand curve is a straight line with the slope 5, 


and that it shifts its position by c units per annum, for “*=b and wae. 
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increased urbanization, etc. This increase took place at the aver- 
age rate of 52.2 cigarettes per capita per year. 


CHART I 


L | l 1 
4 7 6 9 


6 

Real Frice in Dollars 

Per Capita CONSUMPTION OF CIGARETTES AND REAL 
PRICE FOR CAMELS, 1913-31 

The line AA is the demand curve 


Before we can use this equation intelligently, we have to know 
how significant it is. The values obtained may be due to chance 
only, and another equation derived from a different set of data 
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may give entirely different results. The errors of the coefficients 
of y and ¢ in the equation above were therefore determined; and 
since their values were found to be very small, we know that we 
can place confidence in our demand equation. The probability 
that the values in the equation are due to chance is very small.° 

Having a demand equation, we can estimate consumption for 
given prices and specified years. The better the relationship be- 
tween the variables is described by the equation, the more reliable 
these estimates will be. If the relationship were perfect, all ob- 
servations would lie on the demand curve and the error in our 
estimates would be zero. The standard error of estimates to which 
estimates from the foregoing equation are subjected is 33 ciga- 
rettes. This means that, assuming an approximately normal 
distribution of the observations around the demand curve, 68 per 
cent of our estimates will fall within the range 33 cigarettes, 
which is an error of about 7 per cent of the average consumption.” 

We now have an equation which describes adequately the rela- 
tionship between consumption, price, and time; we want next a 
value which will measure the degree of relationship which exists 
between the variables. This measure is the coefficient of multiple 
correlation, usually designated by the letter R. The limits of this 
value are 1 and o, 1 indicating perfect correlation and o no corre- 
lation at all. If we should get a value of nearly o for our multiple 
correlation coefficient, we would know that consumption fluctu- 
ates independently of the changes in price or time. Our demand 
equation would in this case be meaningless, the standard error of 
estimate would be very large. In this study a coefficient of 
multiple correlation of 0.993 was obtained, indicating a very high 
degree of relationship." 

® The standard errors of the coefficients are as follows: 


ob=8.7; b is 2} times its standard error. 
oc= 2.0; ¢ is 26 times its standard error. 


The standard error of estimate has been computed from the following formula: 
Sx.yt=V o(1— = 32.9 cigarettes. 
™ Rx. yt=0.993. This means that the simple correlation between the observed 


and the computed consumption is rx.x.=0.993- The square of this coefficient meas- 
ures the proportion by which the variance has been reduced through the use of this 


equation. 
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The foregoing analysis is presented graphically in Charts I-III, 
and may be summarized as follows. The line AA in Chart I is the 
demand curve. Let us consider the observation for 1923. The 
normal per capita consumption for this year as given by our 
demand curve corresponding to the price prevailing in 1923 is 
550 cigarettes. The actual or observed consumption was 576 ciga- 
rettes, which is 26 cigarettes above the normal as given by the 
demand curve. These differences between normal and observed 
consumption were obtained for all years and plotted in Chart IT 
against the year in which they occur. The line BB in Chart II 
measures the rate at which the demand curve for cigarettes has 
shifted its position from year to year. Chart III finally shows 
again the demand curve, line AA; but the effect of the shifting 
of the demand curve has been eliminated from the observations.” 
The observations lie quite closely about the line. We would hard- 
ly get a better fit by trying a different type of curve. 


ANALYSIS OF THE FACTOR “TIME” 


So far we have assumed that the consumption of cigarettes 
depends on the price for cigarettes and on several other factors 
which have been grouped together and called “time.” In the fol- 
lowing discussion an attempt will be made to analyze this factor 
“time.” It would certainly be very valuable information if we 
could know why the demand curve shifted, why people were more 
willing in 1929 to buy more cigarettes for the same price than in 
1913. If “time” consists of factors which are measurable by quan- 
titative methods, we should succeed in breaking up that catchall 
factor “‘time’”’ by introducing some additional variables which 
presumably influence consumption. We will, of course, not suc- 

12 Tn more technical terms: the line AA in Chart I is the net regression of con- 
sumption on price; it measures the relation between that part of consumption which 
is independent of time and that part of price which is independent of time. The 
equation to the line is x=692.9—22.6y. Line BB in Chart II is the net regression 
of consumption on time; its equation is x’=52.2¢ where x’=(692.9—22.6y). The 
vertical deviations from line BB in Chart II are the deviations which would have 
occurred from the line AA in Chart I if allowance had been made for the effect of 
time. This is equivalent to subtracting from the values of consumption in Chart I 
the ordinates of the regression line BB in Chart II corresponding to the proper 


years. 
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ceed in measuring changes in habits and taste, and the writer did 
not attempt to measure the increase in urbanization. But ciga- 


CHART II 


1917 1922 1925 1ez9 


DEVIATIONS FROM THE DEMAND CuRVE PLOTTED AGAINST THE YEAR 
oF THEIR OCCURRENCE 


The line BB measures the rate at which the demand curve has shifted from year 
to year. 


rette consumption might increase with higher earnings. More 
purchasing power in the hands of the masses will enable them to 
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spend more money on tobacco products; people who have been 
smoking pipes because of their greater economy might then turn 
to cigarette-smoking, and the cigarette-smoker will presumably 
increase his daily consumption. The writer, however, did not 
succeed in finding a series which would adequately describe the 


CHART II 
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Per Capita CONSUMPTION OF CIGARETTES AND REAL PRICE FOR 
CAMELS, 1913-31, AFTER THE EFFECT OF THE SHIFTING OF 
THE DEMAND CuRVE Has BEEN ELIMINATED 


The line AA is the demand curve 


variations in the earnings of the consumers of cigarettes. Experi- 
ments were made with Professor Paul H. Douglas’ index of real 
wages for urban workers and with the Federal Reserve Board’s 
index of factory pay-rolls, but no material improvement was 
brought about through the introduction of these variables. The 
influence of “time”’ was still paramount; and “‘time,”’ not earnings, 
accounted almost wholly for the high correlation. 
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It was pointed out in the beginning that cigarette-smoking 
once begun tends to become a lifelong habit. During the recent 
years the advertising campaigns of the large cigarette companies 
have become increasingly extensive, a fact which suggests that 
the manufacturers see in advertising more and more a means of 
“creating” demand for their product. Advertising data were in- 
troduced into the analysis on the assumption that the consump- 


CHART IV 
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Per Capita CONSUMPTION OF CIGARETTES AND REAL PRICE OF CAMELS, 
1923-31, AFTER ALLOWANCE Has BEEN MADE FOR THE EFFECTS 
OF ADVERTISING AND CHANGES IN TIME 


The line AA is the demand curve 


tion of cigarettes depends on the price, on the amount of advertis- 
ing, and on other factors which are not measurable but which 
have been clubbed together in the term “time.” It has been men- 
tioned before that the period under discussion had to be limited 
to the years 1923-31 because advertising data are not available 
prior to 1923. The relationship between the foregoing variables 
is almost perfect, the coefficient of multiple correlation being al- 
most unity Rx’ywt=0.998. The demand curve obtained for this 
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period gives an excellent fit, as can be seen from Chart IV. The 
equation which was obtained is as follows: 


x= 1258.0—80.4y+7.9w+ 47.18, (2) 


where «x is again the number of cigarettes consumed per capita, y 
the real price for Camels in dollars, w the amount spent on news- 
paper advertising in million dollars, and ¢ time measured in 
years.’ The standard error of estimate is 8.9 cigarettes. It was 
pointed out before that all observations would lie on the demand 
curve if the relationship were perfect and that we could then 
estimate accurately the number of cigarettes consumed. Since we 


TABLE IV 


COMPARISON OF THE VALUES OBTAINED FOR CON- 
SUMPTION BY THE USE OF EQUATION 2 
WITH ACTUAL CONSUMPTION FIGURES 


Observed Computed 
Year Consumption 
696.3 710.7 
767.9 760.1 
884.2 896.7 
971.8 960.6 


have not yet succeeded in including all factors which influence 
consumption, our estimates are subject to certain errors. But 
Table IV shows how closely we can estimate consumption from 
equation 2. 

If we estimate the per capita consumption for 1932, assuming 
‘that the wholesale price will remain at its present level ($6.85 
per thousand) and assuming furthermore that the yearly average 
wholesale price index of the Bureau of Labor Statistics will be the 
same as the average for the nine months (65.4), the real price for 


33 The standard error of the parameters of equation (2) are as follows: o5= 10.7; 
ow= 4.4; ot=10.8. Since a four-variable equation has been fitted to nine observa- 
tions, the number of degrees of freedom which have been used should be taken into 
account. The corrected values for R and S are as follows: R'’x.ywt=0.997; €x-ywt= 
12.0 cigarettes. 
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cigarettes would be $10.47 per thousand. If advertising expendi- 
tures and “all other things’ remain the same, the computed per 
capita consumption for 1932 would be 850.3, a decrease of about 
8 per cent when compared with 1931. This estimate is not made 
for any forecasting purposes, but merely to show the effect of an 
increase in the real price upon consumption as measured by our 
demand equation. 


TIME AS AN IMPLICIT VARIABLE 


In the foregoing analysis, “time” has been introduced as a 
variable in the demand equation. There are, of course, other ways 
of dealing with the factor “time.’’ It must be remembered that 
it is our object to measure the relationship between consumption 
and price and that we wish to isolate all influences on consump- 
tion which are due to other factors. In the following pages trends 
have been fitted to all series and the actual observations have 
been expressed as percentages of their respective trend values. 
The rationale of this method has been explained by Professor 
Henry Schultz as follows: 


If, during the period when our observations were taken, “all other things”’ 
had remained equal as theory demands, we should have no secular trend 
either of prices or of quantities. The existence of a secular trend in either 
series is prima facie evidence that “all other things” did not remain equal, 
that there were one or more disturbing factors or elements. It is the 
disturbing elements which give rise to the trend and which create a different 
“normal” from time to time. Hence it follows that by taking the ratio of the 
actual (observed) prices to normal or trend prices, we eliminate, to a first 
approximation, the effect of the long-time disturbing elements on the price 
of the commodity under consideration. 


Based on the experience of 1923-30 the law of demand in terms 
of trend ratios for cigarettes is 
X= 1.332—0.3329, (3) 
the origin being at 0.0. X=x/Tx and Y=y/Ty, where x stands 
for observed per capita consumption, y for the observed real 
prices, Tx for the trend of per capita consumption, and Ty for 
the trend of real prices. 
“Henry Schultz, “The Meaning of Statistical Demand Curves,” Veréffent- 


lichungen der Frankfurter Gesellschaft fiir Konjunkturforschung, edited by Eugen 
Altschul, p. 20. 
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For any one year we can derive the law of demand by simply 
substituting the values of Tx and Ty for that year. Thus, for 1923 
the equation will read: 

x/Tx=1.332—0.3329/Ty 
X= 1.3327 x—0.3327x/Ty-y (4) 
x= 767.498— 30.681y . 
This equation means that in 1923 a rise in price of one dollar per 
thousand cigarettes would have decreased the per capita con- 
sumption of cigarettes, celeris paribus, by 30.7 cigarettes. 


CHART V 
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YEARLY DEMAND CURVES FOR CIGARETTES DERIVED 
FROM TREND RATIOS, 1923-30 


The equations to these average yearly demand curves are as follows: 


1923 x= 767.498—30.681y 
1924 x= 849.150—33.505y 
1925 X= 930.802—36.250y 
1926 X=1,012.453—38.931y 
1927 *=1,094.105—41.5309 
1928 x=1,175.890—44.087y 
1929 ¥=1,257-541 —40.574y 
1930 
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These equations derived for all other years are presented 
graphically in Chart V. They indicate clearly the shifting of the 
demand curve to the right from year to year. The original obser- 
vations have been included in the chart. 


PARTIAL CORRELATION 


The last step in the analysis is to measure the relationship 
between consumption and price, or consumption and any other 
factor, by the method of partial correlation. This method will 
enable us to obtain a measure of the degree of relationship be- 
tween two variables, when the other factors are held constant. 
We shall, for instance, take full account of advertising and time; 
but we wish to obtain a measure which would be influenced only 
by fluctuations in prices, in relation to consumption. The symbol 
ordinarily employed for this measure is rxy-w, the partial correla- 
tion coefficient. A value of —1.0 would again indicate perfect 
relationship; high values of consumption would be associated with 
low values of prices, when the effects of advertising and time are 
eliminated. The two variables—consumption and price—would 
then fluctuate in absolute dependence. If rzy-w: has a value of 
zero, it would be an indication of an absolute lack of relationship. 
Table V gives the values of these partial correlation coefficients 
for all possible combinations. The first value, —0.892, is to be 
interpreted as follows: a very high degree of relationship exists 
between per capita consumption and real price. Time is still al- 
lowed to influence consumption, but we have at least removed the 
effect of advertising. This partial correlation coefficient is lowered 
slightly when the factor “time” is held constant also. The third 
value in Table V, rxy-w:= —o.878, supports our thesis that the 
relationship between consumption and price is a significant one. 
Another very interesting result is the fifth value in the same table. 
The value rxw.y=-+0.988 measures the relationship between con- 
sumption and advertising, when the price is not allowed to in- 
fluence consumption. This value indicates that a strong tendency 
exists for high expenditures for advertising to be paired with high 
values of consumption. 
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We can also measure the combined effect of price and advertis- 
ing upon consumption when all three variables are expressed as 
deviations from their respective trends. We know from the charts 
that the per capita consumption of cigarettes has increased 
tremendously during the period under discussion, the expendi- 
tures for advertising have likewise increased, and the real price 
for cigarettes also. This growth factor in the series may have 
obscured the true underlying relationship; and instead of getting 


TABLE V 


PARTIAL COEFFICIENTS OF CORRELATION BETWEEN CONSUMPTION, PRICE, 
ADVERTISING, AND TIME FOR THE PERIOD 1923-30, 
ApJUSTED DATA 


Variables Correlated Variables Held Constant | Symbol | Numerical 
Consumption and price......... Advertising Txy-w —o.892 
Consumption and price......... Time Txy-t —o.822 
Consumption and price......... Time and advertising Txy-wt —o.878 
Consumption and advertising... .| Time rxw-t —0.425 
Consumption and advertising... .| Price 0.988 
Consumption and advertising. ...| Price and time rxw-yt 0.650 
Consumption and time.......... Advertising Txt-w ©.929 
Consumption and time.......... Advertising and price Txt-yw ©.920 
Consumption and time.......... Price Txt-y ©.907 
Price and advertising........... Consumption Tywex ©.927 
Price and advertising........... Time Tyw-t ©.792 
Price and advertising........... Consumptionandtime ext 0.859 
Advertising Tyt-w —o.716 
Consumption and ad- Tyt-xw 

vertising 
Advertising and time........... Consumption Twt-x ©.720 
Advertising and time........... Price Twt-y 


a measure of the net relationship between the variables, we may 
have measured the tendency of each series to increase as time 
passes. When, however, trends are fitted to the series and the 
differences of the actual observations from the trend values are 
correlated, we know that we have eliminated the influence of 
growth, or “‘time,”’ as we have called it. A value of o.go1 was 
obtained for the multiple correlation coefficient and the standard 
error of estimate was found to be 7.8 cigarettes from normal." 


1s The following demand equation was obtained: x’ = —73.8y'+6.7w’, where x’ 
stands for the number of cigarettes consumed per capita, y’ for the real price in 
dollars, and w’ for the expenditures for newspaper advertising in dollars. All three 
variables are expressed as deviations from their respective trends. 
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We conclude that treating time as an implicit variable did not 
give as high a correlation coefficient but supported strongly the 
evidence for a significant demand relationship. 


ELASTICITY OF DEMAND 


The last part of the study is devoted to the derivations of the 
coefficients of elasticity of demand. Information concerning the 
elasticity of demand for cigarettes appears especially desirable in 
view of the recent decline in consumption. The coefficient of 
elasticity measures the changes in consumption with given 
changes in the price, when these changes are small.’® If the co- 
efficient of elasticity of demand, for which ordinarily the symbol 
7 is employed, has a value of nxy= — 1.0, we know that a rise of 
I per cent in the price of the commodity will be accompanied by 
a fall of 1 per cent in the consumption of this commodity. If 
Nxy = — 2.0, that is to say, when it is larger than 1, the demand is 
said to be elastic and a rise of 1 per cent in the price will be ac- 
companied by a fall of 2 per cent in consumption. If, on the 
other hand, nxy has a value of —o.5, that is to say, is less than 
unity, the demand is said to be inelastic and a rise in price of 1 per 
cent will be accompanied by a less than proportionate fall in 
consumption (i.e., 0.5 per cent). 

The coefficient of elasticity presupposes a knowledge of the 
demand curve because it refers always to a point on the demand 
curve. When the demand curve is represented by a straight line, 
as it is in our case, the elasticity varies from point to point. If we 
compute a value of 7 for 1926, for example,"’ we obtain —o.68. 


In mathematical symbols: 
_ dx dy_dlogx_dx y 
y dlogy dy 
When other factors besides price determine the demand, it is necessary to use the 
concept of partial elasticity. Using equation (2), the partial elasticity of demand is 
Hry-wt = 80.4% 
The computed, not the observed, values of consumption must be used in determin- 
ing the elasticity, because y refers to a point on the curve. 

17 The theoretical consumption is computed by substituting in equation (2) the 
real price for cigarettes for 1926 ($6.40) and putting ¢ equal to —1 (1927 is the origin 
for the time series) and w equal to 8.1. A value of 760.1 is obtained for consumption. 
Substituting this value in the equation for the elasticity, we obtain nxry-1= —0.68. 
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This value indicates that the demand for cigarettes was inelastic 
in 1926, for a rise in price would have been accompanied by a less 
than proportionate decrease in the consumption. 

Thus, if the demand curve had remained fixed for one year, an 
increase of 1 per cent in the real price for one thousand cigarettes 
in 1921 would have been accompanied by a decrease of 0.68 per 
cent in the per capita consumption. During the period 1923-31, 
however, the demand curve has not remained fixed but has con- 
stantly shifted to the right. People have become more willing to 
buy the same quantity of cigarettes at a higher price or a greater 
quantity at the same price. This shifting of the demand curve 


TABLE VI 
ELASTICITY OF THE PER CAPITA DEMAND FOR CIGARETTES FOR SELECTED 
YEARS AT THREE DIFFERENT POINTS ON THE DEMAND CURVE 
(Derived from Equation 2) 


ELAsTicity OF THE Per Captta DEMAND WHEN 
THE REAL Price Is— 
YEAR 
$6.18 $6.81 $0.07 Observed 
—o.861 —0.949 —1.263 —o.885 
—0.654 —0.721 —0.957 —0.677 
—0. 509 —o.561 —0.747 —0.520 
—0.540 —0.504 —0.791 —0.791 


has affected the short-term elasticity of demand, as can be seen 
in Table VI, where coefficients for selected years for the period 
1923-31 are presented. The three prices are the lowest observed 
price, the mean price, and the highest observed price. For com- 
parable points on the demand curve, it is evident from the table 
that the elasticity has been decreasing, with the exception of 1931. 
Table VI indicates further that the elasticity of demand is higher 
for high prices than for low prices. 

If we accept the data, we reach the following conclusions: A 
significant demand relationship exists. Although this relationship 
is obscured because consumption and price have a positive trend, 
the significance of the slope of the demand curve and the high net 
correlation between consumption and price show the existence of 
a close negative relationship between consumption and price. 
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That is, consumption decreases as price increases. The excellent 
fit of the demand curve to the data justifies the assumption that 
the short-time demand curve for cigarettes is a straight line. The 
demand curve has shifted its position from year to year, based 
on the experience of 1913-31, by 52.2 cigarettes per capita. The 
demand for cigarettes is inelastic; based on the experience of the 
years 1923-31, the coefficient of elasticity at the means is —o0.68. 

In concluding, the writer wishes to emphasize the limitations of 
the study. It was pointed out before that no satisfactory series 
of earnings could be found which would show a significant influ- 
ence on consumption. The advertising data are estimates and 
rather incomplete. These variables have therefore not been so 
fully described as they should have been, and consequently their 
influence in “determining” consumption has not been fully 
measured. In addition to the shortcomings of the data, some 
variables have been neglected, mainly because they are not meas- 
urable by quantitative methods. 

The law of demand for cigarettes which was derived in this 
study is applicable only to the period 1913-31 and 1923-31. None 
of the results which have been obtained can safely be extra- 
polated in the future. They merely describe in quantitative terms 
how consumers of cigarettes have behaved during the period 
under discussion. 


THE GOLD STANDARD IN COUNTRIES 
PRODUCING PRIMARY GOODS 


WESLEY C. BALLAINE! 


URING the past year and a half the gold standard has 
been a subject of universal interest and discussion. A 
little over a year ago the world received an appalling 
shock upon the announcement that, effective September 21, 1931, 
the section of the British Gold Standard Act of 1925 which re- 
quired the Bank of England to exchange gold for notes at the 
fixed rate of £3 17s. 103d. per ounce had been suspended. Al- 
though at the outbreak of the World War the orthodox gold 
standard broke down almost everywhere, it seemed beyond the 
realm of possibility that such a step could be forced upon one of 
the leading financial and industrial nations in time of peace. Yet 
this was but the most spectacular event in a series of similar 
disasters which began in late 1929 and may not yet have run its 
course. There are now but a scant half-dozen countries that 
have not been forced to abandon gold payments. 

The fall of the pound sterling from its golden throne marked 
the knell of the post-war gold-standard period, but it simultane- 
ously inaugurated a new era whose outstanding characteristics 
are unstable currencies, drastic exchange regulations, higher tariff 
walls, and strenuous governmental efforts on the part of every 
nation to reduce its imports to the minimum in an effort to estab- 
lish a favorable balance of trade. This reversion to the mercantilist 
doctrine, a theory repeatedly disproved since the days of the phys- 
iocrats in the eighteenth century but never completely discarded 
by politicians, has led to a continued diminution of international 
trade until it has approached the stage of actual stagnation. 

Upon closer examination, the great wave of desertion from the 
gold standard is seen to be composed of two movements, each 
distinct in itself, but, nevertheless, one reacting upon the other. 
The major and more spectacular of these movements had its in- 


t Member of the staff of the Seattle Branch of the Federal Reserve Bank of San 
Francisco. This article is an expression of the author’s personal views, and is not 
in any way a statement of official opinion. 
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ception in the difficulties experienced by the Credit Anstalt of 
Vienna during the spring of 1931. Soon Austria as a nation was 
the victim of a loss of confidence in its currency structure, shared 
alike by foreigners and Austrians, producing a situation highly 
analogous to a run on a bank, with Austria as the bank. As soon 
as the devastation of the Austrian currency structure was com- 
plete, this plague of fear spread to Germany where it produced a 
similar result, then crossed the channel and involved Britain. 
London normally carries immense balances of funds from all over 
the world. Once the solvency of these balances was questioned, 
heavy withdrawals ensued, but a billion dollars in gold and credits 
was lost before protective action at last became imperative. 
Many small countries carried their principal currency reserves in 
Lendon, operating under the so-called gold-exchange standard, 
and when sterling balances could no longer be converted into 
gold they were automatically thrown off the gold standard. 

The second movement, although not so colorful, has also 
played a very important réle. Gauged by industrial develop- 
ment, the world is divided into those nations which rely prin- 
cipally upon manufacturing for their economic activity and those 
which depend mainly upon the sale of primary or unprocessed 
goods such as minerals, wool, wheat, coffee, etc., in the world- 
markets. The price decline during the last three years has been 
more severe in the latter type of goods than in any other class. 
Moreover, the countries engaged in producing raw products are 
comparatively undeveloped economically and are heavily depend- 
ent upon foreign capital, the interest for which must be paid by the 
export of their primary goods. This paper deals with this class of 
countries and their recent experiences with the gold standard. 

That section of the American business community dealing 
directly or indirectly with foreign countries has been vitally 
interested in currency developments abroad. The effects of sus- 
pension of the gold standard follow a fairly definite course. The 
actual chain of events may be satisfactorily illustrated by the 
British experience. 

After heroic efforts to keep the pound at its par value in gold, 
the United Kingdom was forced to give up the fight, and sterling 
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immediately depreciated. As a result, the American exporter saw 
the goods he sold in sterling paid with pounds worth 20-25 per 
cent less than he anticipated at the time of making the sale. On 
the other hand, American importers who had purchased goods in 
terms of sterling prior to suspension, but who did not pay for 
them until after, reaped a windfall profit. These disturbances 
were only temporary as all subsequent transactions were made 
in either dollars or sterling at a fixed rate of exchange. 

A more lasting effect was the stimulus given to British exports. 
Depreciated currency always acts as a bounty for exports until a 
new domestic price equilibrium is established. Since the general 
price level in Britain did not immediately move upward, no ma- 
terial increase in the cost of production occurred although the 
prices of certain commodities, such as raw products purchased 
from abroad, did rise at once. The British exporter was accord- 
ingly able to quote the same price in pounds for his wares, yet 
this was actually a lower price, owing to the cheapness of sterling. 
The advantage this gave the English merchants over their com- 
petitors in foreign markets is obvious. This ability to undersell 
abroad gradually disappears as prices readjust upward in the 
country whose currency has depreciated. 

Another important result of depreciation is that it acts the 
same as a protective tariff, thereby reducing imports to a mini- 
mum. For example, more pounds are necessary to purchase the 
same article from abroad; to the British pounds have not dropped, 
dollars have become dearer. Thus, imports become so expensive 
as to be almost prohibitive. Nevertheless, in time it becomes 
necessary to import many articles not produced domestically but 
necessary for the orderly functioning of the economic machine. 
The price of these imports will be approximately as much higher 
as the country’s currency is depreciated in the foreign exchanges. 
Any derivatives of these imports will be more expensive because 
of the original higher cost. These, in turn, will raise prices of 
related commodities so that this factor, coupled with other in- 
fluences, rapidly leads to a rising domestic price level which does 
not stabilize until the inflation at home equals the depreciation 


abroad. 
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This principle has worked out remarkably clearly in the case of 
Great Britain. Immediately following depreciation exports in- 
creased, employment improved, and imports declined. In speak- 
ing of the price level in England it should be pointed out that the 
gold-value price level, that is, the price level as measured in 
dollars or francs, has been constantly declining, so that if prices 
in the United Kingdom were to remain stable it would mean, in 
effect, continued inflation as measured in gold prices. The British 
hoped that sterling, following England’s departure from gold, 
would break the spiral of declining domestic commodity prices. 

At first it almost appeared, on the surface at least, that this crucial task 

had been accomplished. Immediately after the suspension of gold payments 
the index of sterling commodity values moved up, and subsequently re- 
mained practically stable until February. Meanwhile the deflationary move- 
ment begun before September, 1931, had become intensified; the volume of 
bank deposits was restricted, and money rates were kept high; sterling prices 
accordingly became involved once more in the downward spiral on which 
gold prices were still moving. In the result we find that on balance sterling 
commodity quotations are actually lower than a year ago, though the net 
fall—about five per cent in wholesale prices and three per cent in the cost of 
living—is by no means so large as in gold standard countries.? 
In other words, the initial stimulating effects of depreciation have 
by now been largely neutralized by counteracting influences. In 
addition, other forces have entered into the British experiment— 
abandonment of free trade and imperial preferences, to mention 
but two—so that the results which may be solely attributed to 
the suspension of the gold standard are becoming increasingly 
more difficult to determine. 

The experiences of all the countries abandoning gold have had 
some resemblance to Britain’s. In many instances certain phases, 
such as stimulation of exports, did not develop similarly, owing 
to different conditions. The conditions affecting countries pro- 
ducing primary goods were all approximately the same, so that 
the story of any one of them is much like that of any other except 
for a change of names and dates. They all differ in much the same 
manner and extent from the British developments. 

During the decade following the Treaty of Versailles the com- 


2 Monthly Review (Midland Bank, London), August-September, 1932, p. 2. 
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paratively high prices of raw products resulted in an era of 
prosperity to the countries exporting them. It was natural that 
the people of these nations should desire to develop industrially, 
to expend vast sums of money on public works, and to raise their 
standard of living. These countries were lacking in capital and 
could not finance such programs from their own resources, so 
recourse was had to foreign borrowings. This was a comparative- 
ly simple procedure as there was then, especially in the United 
States, a plethora of funds available for foreign investment. As a 
result, an external debt was soon created that appeared con- 
servative at the time and could easily be handled at the prevailing 
value of exports. As long as the economic weather was fair no 
difficulties were experienced, but just as soon as the price struc- 
ture began to crumble these countries found themselves in an 
extremely unsatisfactory position. 

The early and drastic decline in the price of primary goods 
made the service payments on external debts very hard to meet 
because of the much smaller volume of foreign currencies received 
in return for exports. A second difficulty was that many countries 
had entered upon elaborate expansion programs which were not 
yet sufficiently completed to be productive. Simultaneously with 
a drastic decline in income the market for foreign securities in the 
United States disappeared. Nevertheless, the interest on the 
funds already obtained had to be paid, and little if any money 
could be borrowed to carry out an orderly change of program. 

There are only two ways of settling international payments: 
by goods and by gold. The value of goods had so drastically 
declined that they could not meet the combined demands of debts 
and the current rate of imports. Most of the countries producing 
primary products had very small gold reserves at best, and these 
soon ran low on account of meeting the unfavorable balance of 
payments. Consequently, restrictions of various kinds were 
placed upon the remaining supply, a policy which of itself resulted 
in the abandonment of the gold standard as the exportation of 
the metal was no longer free. This action was, in all cases, taken 
as a last resort. 

Table I clearly shows the extent of the loss of gold experienced 
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by representative primary producing countries since the incep- 
tion of the depression. 

All of these countries are now off the gold standard so that their 
present gold holdings are protected against loss through the 
settlement of ordinary trade differences, and two of them, Brazil 
and Mexico, are not maintaining interest on their external debt. 

The suspension of the gold standard during the World War 
was universal, and its re-establishment was a slow and painful 
process. The difficulties confronting the nations producing pri- 
mary goods proved very troublesome to surmount and, since the 
Latin-American countries and Canada are included in this classi- 
fication, the currencies of the Western Hemisphere (excluding the 


TABLE I* 


Gop RESERVES OF CENTRAL BANKS AND GOVERNMENTS 
(In thousands of dollars) 


Canada 


Date Japan 


Argentina 


Dec. 31, 1928....| 607,290 113,948 | 540,873 
Dec. 31, 1929...-| 433,932 | 89,547 | 150,305 | 77,626 | 542,475 | 7,220 
Dec. 31, 1930....| 412,023 | 75,316 | 10,531 | 109,843 | 411,770 | 4,430 
Dec. 31, 1931....] 252,698 | 51,598 |......... 
Mar. 31, 1932. ..| 248,863 080,889 
Aug. 31, 1932...| 249,000 | 41,000 ]......... 80,000 | 214,000 ]......... 


* gd Reserve Bulletin, May, 1932, pp. 311-13. August 31, 1932, figures from ibid., October, 
1932, Pp. 047. 


United States dollar) were not linked to gold until several years 
after the return of peace. Canada did not legally return to gold 
until July 1, 1926; Chile followed in 1926; Ecuador, Argentina, 
and Bolivia in 1927, while Peru did not fall in line until Septem- 
ber, 1931. Brazil never did make her currency convertible into 
gold. The recent movement away from gold has been very rapid. 
Argentina was forced to suspend December 16, 1929, when she 
closed her conversion office, and since that time all South Ameri- 
can countries have followed suit. Canada began regulating her 
gold exports in early 1931, so that the United States is again the 
only country on the Western Hemisphere with an effective gold 
standard. 

The Latin-American countries are primarily dependent for 
their fiscal stability as well as their basic economic prosperity 
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upon the money they receive in the world-markets from the sale 
of the foods and other raw products they export. Moreover, most 
of the countries have only one, or at the most two, exports; this 
precludes them from receiving whatever benefits may accrue from 
diversity. For example, 71 per cent of Brazil’s exports consist of 
coffee, Bolivia’s are 77 per cent tin, Chile’s 83 per cent nitrate 
and copper, Uruguay’s 84 per cent animal products. Much of the 
governmental revenue is normally received from import and 
export levies. Prior to the present economic disturbances Argen- 
tina obtained 27 per cent of her revenues from this source, Brazil 
42 per cent, while Chile and Colombia derived 57 per cent of their 
governmental receipts from this single type of taxation.‘ 

The basis of the South American difficulties is that the con- 
tinent’s income is now grossly out of line with its external obliga- 
tions. The annual charges on its foreign indebtedness amount to 
nearly $250,000,000. This debt had a mushroom-like growth, 
over one and one-half billions being added from 1926 to 1930.5 
At present price levels this debt causes great difficulty, and at the 
time of writing Argentina is the only one of the larger South 
American republics to maintain complete service on its overseas 
obligations.® The drop in value of exports has been almost un- 
believable; for instance, during the first eight months of 1931 
Argentina’s exports were 72 per cent greater in volume than for 
the corresponding period in 1930, but this much greater bulk of 
goods was worth 3 per cent less than the smaller quantity ex- 
ported in 1930.’ Argentina was exceptional in having an increase 
in the physical volume of her exports, for most of the other South 
American countries suffered both from a decrease in volume and 
from a decrease in value. In an effort to maintain interest pay- 
ments on their bonds held abroad and thus save their credit, 

3E. W. Kemmerer, “Latin America under Depression,” Review of Reviews, 
August, 1931, pp. 63-64. 

4 Ibid. 

SR. J. Hose, chairman Anglo & South American Bank, Ltd., “Report at Annual 
Meeting,” Economist, October 24, 1931, p. 778. 

6 Westminster Bank Review (London), May, 1932, p. 6. 

7 Hose, of. cit., p. 778. 
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gold exports were prohibited for the settlement of commercial 
balances by most South American countries. All foreign exchange 
is retained for the benefit of the government; only the surplus, 
available after such interest payments as the government feels 
desirable to make, is sold to importers at a rate decided upon by 
the authorities rather than one determined by supply and demand 
in the open market. 

The gold-standard question is only a portion of the much larger 
problem of balancing international payments. The relatively un- 
developed South American countries are debtor nations and are 
normally importers of capital. Now that conditions the world 
over are such that they are no longer able to borrow, they are 
forced to effect a readjustment in their expenditures so that their 
payments abroad are no greater than their receipts from abroad. 
The problem facing one of the countries and its tentative solution 
was well expressed in the amplification formulated by the 
Colombian Delegation to the Report of the Conference of South 
American Central Banks held at Lima the first part of December, 
1931. 

In the crisis which is disturbing the national economy of all countries at 
the present time, the lack of equilibrium in the balance of international pay- 
ments stands as one of the principal causes. In Colombia, in order to estab- 
lish equilibrium, emergency measures have been taken which may reduce 
imports and increase exports, thus defending the gold reserves, upholding 
the prestige of the Bank of the Republic, and maintaining monetary stability 
as far as possible. One of these measures has been the establishment of 
exchange control, employed in some countries together with other measures 
of a similar nature. Control of gold exports was used in Colombia with very 
good success in 1920 and is now being used in a more extensive way for the 
purpose, among others, of reducing imports and expenditures of Colombians 
abroad, and in order to retain gold within the country to the greatest extent 
possible during the period in which equilibrium in the balance of payments 
is being re-established.* 

A system of prohibitively high tariffs has been dovetailed with 
this policy of controlling the sale of exchange. The purpose has 
been partially to increase governmental revenue but mainly to 


8 “Report of Conference of South American Central Banks,” Federal Reserve 
Bulletin, January, 1932, p. 44. 
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correct the prevailing unfavorable trade balance by curtailment 
of imports and not for the protection of domestic industry.° 

The stifling effects of these restrictions are illustrated by two 
representative excerpts from week-to-week discussions of the 
South American exchange transactions appearing in the Com- 
mercial and Financial Chronicle. 

There has been almost no dealing in Soles [Peru] for more than a year. 
. . .. Exchange on the South American countries is so dull as to be at a 
practical standstill..... In all cases quotations are purely nominal and 
cannot be said to represent market values. What few transactions are made 
are.... “bootleg” transactions, and in every case such transactions are 
conducted on a basis far below the nominal quotations sanctioned by the 
government control body.” 

These restrictions vary in their stringency according to the 
supply of exchange available. With the end of the grain-export- 
ing season of 1932 (early summer) the Argentine authorities felt 
that demands for exctiange would considerably exceed future 
additions to supply. In view of this situation they tightened the 
limitations on its sale materially. Of the new rules announced 
at that time was one holding that all coupons and drawn bonds 
sent in for collection from abroad must have letters attached 
stating that they were held abroad prior to October 10, 1931. 
Remittances for all types of imported merchandise were made 
more difficult to obtain," making it necessary to favor only in- 
dispensable imports. The Argentine situation appears much more 
favorable at the present time; this has enabled the exchange 
control committee to adopt a more liberal policy toward re- 
mittances, issuing permits in such volume as to lower bootleg 
exchange rates.” 

Peru has made a determined effort to keep her money at par. 
To aid in accomplishing this objective new decrees were placed 
in effect on April 28, 1932, which provided, among other items, 
that all contracts in foreign currency must now pay an extra 25 
per cent tax in addition to all levies previously imposed on such 
contracts, that all kinds of property or estates willed to persons 


9 U.S. Department of Commerce Trade Information Bull. 790, p. 16. 
© Commercial and Financial Chronicle, April 23, 1932, p. 2970. 
" Tbid., June 11, 1932, p. 4211. ” Tbid., October 8, 1932, pp. 2385-86. 
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abroad must pay a similar 25 per cent surcharge, and that all 
foreigners must carry at least 2,000 sols (par 28 cents) if they 
wish to enter the country." Regulations of equal stringency have 
been placed in effect in Chile but have been subject to rapid 
changes, owing to unsettled political conditions. 

The heroic methods designed to balance international pay- 
ments of the South American countries appear to have met with 
considerable success if the problem is analyzed solely from an ac- 
counting standpoint. The accomplishment has been performed 
by reducing imports to the absolute minimum rather than by 
increasing exports, a method capable of unsettling economic 
equilibrium in many parts of the world. Argentina has improved 
her showing remarkably. Her unfavorable trade balance of $120,- 
000,000 for 1930 was turned into a favorable balance of $118,000,- 
ooo for 1931. The favorable balance for the first nine months of 
1932 stood at $105,446,000, and this was due entirely to decreased 
imports, as the value of exports declined 4 per cent compared to 
the same period in 1931. An additional favorable factor is that 
domestic fiscal affairs are being put in order. A decisive and per- 
haps final victory over the inflationists was won by Finance 
Minister Hueyo at a recent meeting of the Senate; he had earlier 
defeated a congressional move for a moratorium on the public 
debt despite popular approval and a newspaper campaign favor- 
ing the project. In his appearance before the Senate when speak- 
ing against the proposed inflation of the currency, he said that an 
essential to sound money is convertibility into gold. “Our peso 
has lost that condition and the Government aspires to regain for 
it both foreign and domestic confidence by a policy of restricted 
spending and gradual funding of the floating debt.’’* 

The world-wide effects of a general reduction of imports by 
debtor nations are very unfavorable even though the policy may 
be the only one open to them. The countries not permitting the 
imports are depriving themselves of goods they normally need, 
and the exports of the manufacturing countries are suffering 
terribly. It is estimated that the 1931 sales of American goods in 

3 [bid., April 30, 1932, p. 3190. 

44 Ibid., October 8, 1932, pp. 2385-86. 
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Argentina were 57 per cent lower than in 1930.5 In other words, 
in order to pay interest on the money borrowed from Americans, 
South America has stopped buying from the United States, and 
the decline in sales abroad is surely one of our most pressing 
problems. 

All the South American countries have had their gold reserves 
greatly reduced, but Brazil’s has been eliminated; since the 
beginning of 1931 she has been entirely bereft of gold stock. The 
annual report of the Bank of Brazil dated April 30, 1931, explains 
this disaster neatly. The reader should, perhaps, be reminded 
that a revolution in October, 1930, intervened between the time 
of the report and the events mentioned. The report leaves abso- 
lutely no doubt as to the identity of the guilty parties. “At the 
beginning of 1930 Brazil held gold to the value of £30,000,000 
in the Caixa Estabilizaco [government stabilization office] and in 
the Bank of Brazil. This gold might have been used to establish 
convertibility of the paper money in circulation except for the 
traditional inflationist point of view prevailing in the circles from 
which the President of the Republic came.”’** Under the policies 
of “the late government,” the report adds, this gold was used for 
inflation and “Gresham’s law operated unhindered” until ‘the 
gold stock [was] exhausted.” After most of the losses had been 
suffered, it was decided to transfer the remaining gold to the 
London representative of the Brazilian national treasury for mak- 
ing payments on the external debt. As a result of the release of 
gold reserves and gold exports, virtually no gold has been held 
against note issue since that time, compared to a cover of ap- 
proximately 37 per cent at the end of 1929." 

Mexico has adopted a highly interesting solution to her mone- 
tary problems. She nominally adopted silver as her standard on 
July 27, 1931. The new law states that the silver peso shall be 
equal in value to the former gold peso, but does not provide any 
method of redemption. Regarding gold, the new law states: “The 
minting of national currency in gold will be indefinitely suspended 

8 Economist (suppl.), February 13, 1932, p. 31. 

6 Federal Reserve Bulletin, August, 1931, p. 463. 

7 U.S. Department of Commerce Trade Information Bull. 775, p. 11. 


THE GOLD STANDARD 47 


....and gold coins... . will no longer be considered legal 
tender. The present law abrogates articles 26 and 53 of the law 
of December 19, 1929, the exportation and importation of gold 
being henceforth free.’”’"* This has since been modified by two 
presidential decrees in September, 1932, which prohibited the ex- 
port of gold but authorized its purchase by the treasury at the 
current market rate. 

Immediately upon enactment of this law, the peso dropped 
from an average quotation of 49 cents for July, 1931, to 30 cents 
for the following month. It later rallied, so that its December rate 
was 39 cents and has since dropped to 29 cents for September, 
1932. As the bullion value of the silver peso is only about 12 
cents, the phenomenon of its higher value is explained by the pro- 
vision of the new law stating that “the coinage of silver currency 
in one-peso pieces or larger is strictly prohibited.’ Legal tender 
power is invested only in the silver peso, bills of the Bank of 
Mexico (which constitute the bulk of the circulating money of the 
country), and subsidiary coins to a limited extent. 

Mexico is really on an irredeemable paper basis, but the ulti- 
mate reserves against its currency are in the form of silver rather 
than gold. If she were on an effective silver standard, she would 
permit the free and unlimited coinage of silver, just as in this 
country there is free and unlimited coinage of gold. Moreover, 
the importation of silver coins, whether Mexican or foreign, is 
specifically prohibited by a presidential decree signed March 18, 
1930." 

The Mexican banking system has been considerably modified 
by legislation enacted subsequent to the adoption of the so-called 
silver standard. 

A law of March 9 [1932] also empowers the Bank [of Mexico] to order the 
minting of silver coins when its Board of Directors consider the currency 
needs of the country require it. The difference between the cost of the silver 
bullion entering into the coins and the face value of the minted coins, called 
seignorage, is to be applied to a monetary reserve fund. The amount of 


%® Text of the law, Bulletin of the Pan-American Union, November, 1931, p. 1181. 
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money to be issued through rediscounting operations and exchange of gold 
or purchases of first class short-term commercial bills [by the Bank of 
Mexico], must not exceed twice the amount of this monetary reserve fund.” 

Mention has been made above of the presidential decrees of 
September, 1932, prohibiting the exportation of gold from Mexico 
and authorizing its purchase by the government at the current 
market rate. This gold is to be bought with the profit of seignor- 
age on the silver coin and will be held by the Bank of Mexico for 
meeting obligations specifying payment in gold. From March 1, 
1932, to the last of September the Mexican government pur- 
chased 23,000,000 ounces of silver, paying an average price of 28 
cents per ounce. The seignorage profit on the coinage of this 
amount of silver amounted to 35,000,000 pesos.”* 

A drastic provision of the new monetary law called for the re- 
payment of obligations in silver money even though the debts 
were contracted in gold; an exception providing for full return in 
gold was made of those transactions in which gold had been col- 
lected for a third party or received as a result of a contract in 
which title was not surrendered. The banks were required to re- 
pay only 30 per cent of their gold-deposit accounts in gold; the 
balance could be paid in silver. It has been estimated that this 
clause meant a loss of $145,000,000 to creditors making their 
loans on a gold basis.” 

The motives behind the unlinking of the Mexican peso from 
gold were twofold: In the first place, two-fifths of the world’s 
silver is produced by Mexico,” and this constitutes one of her most 
valuable exports. The New York price of an ounce of silver 
dropped from $1.35 in 1920 to 28 cents at the time the new mone- 
tary law was passed. It is easy to imagine what a disastrous 
effect this had upon Mexican finances. In the second place, it 
was felt that the collection and shipment of gold for the service 
of the external debt unduly disturbed the monetary system. By 
making silver legal tender, the Mexican government hoped that 
the purchase and transfer abroad of gold for the benefit of its 

20 Commercial and Financial Chronicle, April 23, 1932, p. 3006. 

2 Wall Street Journal (Pacific Coast ed.), September 30, 1932. 
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creditors would not upset internal monetary conditions.** The 
scheme has not yet been given a sufficient trial to demonstrate 
how well it will succeed in accomplishing the results anticipated. 

Our southern neighbors are representative of the plight of the 
primary producing nations of the world. Australia has had virtu- 
ally the same difficulties to face and is now in only a slightly 
better situation, although the future appears hopeful. New Zea- 
land did not return to the gold standard after the war; and, al- 
though Australia was able to resume gold payments, she was one 
of the very first countries to suspend in the present crisis. The 
first of the great army of nations to be forced off the gold standard 
was Argentina on December 16, 1929. The following day, Decem- 
ber 17, 1929, a law was passed in far-off Australia permitting the 
Australian treasurer to requisition all the gold in the country; 
this meant that gold exports could only be made at the discretion 
of the government.’5 

Exactly the same forces that brought about economic devasta- 
tion in South America accomplished the same result in Australia. 
The drastic drop in the price of wool and wheat resulted in the 
external debt becoming such a burden that a breakdown in the 
currency system was inevitable. 

Following the war, the Australians had attempted a higher 
standard of living than their country could support. An unstable 
system of high tarifis, high wages, large industrial subsidies, 
expensive social services, and great public works was created 
largely by means of foreign borrowings. The public debt in- 
creased 57 per cent during the decade from 1919 to 1929, stand- 
ing at £705,405,000 (par $4.86 as in England) at the beginning, 
and closing at £1,104,028,000.% Of this £399,000,000 increase, 
£226,000,000 was raised overseas. During the decade in which 
this was occurring, wool averaged 18}d. per pound and wheat 
6s. 6d. per bushel, while the averages for the preceding decade, 
which included the World War, were but 73d. and 4s., respective- 

24 Jamie Danskin, ‘“Mexico Abandons Gold for Silver,” Chile Pan-American, 
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ly.”” Such heavy borrowing impaired the government credit even 
before the marked decline in commodity prices set in. Overseas 
loans were impossible to obtain after early 1929. The long decline 
in the value of Australian exports became pronounced shortly 
thereafter. Wool sold for 173d. per pound in December, 1928, 
11d. in December, 1929, and sd. in July, 1931; and the price of 
wheat fell 50 per cent in the same period. These two products 
constitute 65 per cent of Australia’s exports. National income 
suffered a corresponding decline, but expenditures for imports and 
debt services remained much the same. Consequently gold ship- 
ments became heavy, necessitating the protective measures en- 
acted in December, 1929. No defaults in Australian public debts 
have occurred. 

Australia has resolutely set herself to the unpleasant task of cor- 
recting her unfavorable balance of payments, and her efforts are 
showing gratifying results. Extreme steps have been taken to re- 
duce imports and increase exports. Imports averaged $13,000,000 
per month for the first half of 1932 compared to $60,000,000 per 
month for 1929. Such a marked reduction enabled Australia to 
realize an export surplus of $70,000,000 for the first five months 
of 1932—a truly remarkable accomplishment considering that the 
balance for the entire twelve months of the previous year was 
only $120,000,000, and that an unfavorable balance of $106,- 
000,000 occurred in 1929.” 

The internal situation required as drastic treatment as the un- 
favorable balance of payments received. Increased taxation, in- 
cluding a 6 per cent sales tax, and radical reduction in govern- 
mental expenditures have resulted in the treasury reporting a 
surplus of £2,750,000 for the first four months of the fiscal year 
1932-33. Acting upon this satisfactory news, the cabinet early in 
November, 1932, moved to reduce federal taxation by £1,600,- 
ooo.” As a result of balancing both international payments and 
the domestic budget and of marketing the largest wheat and wool 
crop on record, Australian credit has improved to such an extent 
that its bonds were, in November, 1932, almost double their lows 
for the year. Moreover, an Australian debt-conversion operation 
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was carried through with pronounced success in the early part of 
October. An outstanding issue of about £12,000,000 of New 
South Wales 5? per cent stock was refunded into five-year Com- 
monwealth of Australia stock priced to yield approximately 4 per 
cent to maturity. 

The last major country to abandon gold was Japan. Early in 
December, 1931, the opposition party gained control of the gov- 
ernment and brought about a change of policy. One of the first 
actions of the new cabinet was to abandon the gold standard by 
prohibiting gold exports on December 14, and four days later the 
convertibility of the notes issued by the Bank of Japan, the Bank 
of Chosen (Korea), and the Bank of Taiwan was suspended. 

The island empire did not join the other nations returning to 
the gold standard in the post-war years until early 1930; she then 
had a gold reserve of $542,000,000. A moderate loss was sustained 
upon the removal of the embargo on exports, but the drain soon 
dwindled to a very small outflow during the balance of 1930 and 
the first nine months of 1931. 

Beginning in October, 1931, a very rapid fall in the gold re- 
serves occurred which was due largely to active forward purchas- 
ing of dollars by several of the large banks, both Japanese and 
foreign. The burden of all this forward buying fell on the semi- 
official Yokohama Specie Bank, Ltd., because the banks which sold 
dollars forward immediately hedged by buying from that bank. 
The Yokohama Specie Bank began to put exchange restrictions in- 
to effect about the middle of October, but gold exports were already 
moving and continued in increasing amounts to cover the Sep- 
tember and October selling of the dollar. Some of this dollar buy- 
ing was for the purpose of covering exchange contingencies in con- 
nection with lively purchasing of American raw cotton by 
Japanese importers, but a very large part—it is impossible to say 
how much—appears to have been of a purely speculative char- 
acter. The latter purchases were mostly for late November or 
early December delivery, so that by the end of November there 
remained only $271,000,000, or exactly half the $542,000,000 gold 
reserve held at the time of resumption. The impossibility of ob- 
taining foreign credits left no option available other than unlink- 
ing the yen from gold. 


i 


THE JOURNAL OF BUSINESS 


52 


The underlying causes for the Japanese difficulties were several. 
The steady decline in world-commodity prices placed her, in 
common with other debtor nations, in a very trying position for 
the securing of foreign funds with which to meet her obligations. 
An already growing budget deficit was greatly increased by the cost 
of the military expedition sent to Manchuria, and, moreover, these 
Manchurian troubles themselves led to the withdrawal of short- 
term credits in Japan, thus aggravating the situation. In addi- 
tion, heavy declines in foreign trade had been experienced, owing 
partially to the relatively more favorable position of those coun- 
tries already off the gold standard, and also to the decrease in 
Chinese sales caused by the depreciation of silver and the Chinese 
boycott on Japanese goods. 

The boycott of Japan by South China (i.e., south of the Great 
Wall) was particularly harmful to Japan because her merchandise 
trade with Manchuria and Mongolia is an adverse one, while 
China south of the Great Wall ordinarily buys twice as much from 
Japan as she sells to her. Therefore, Japan relies upon the trade 
of South China to restore the adverse balance created by her 
“special position” in Manchuria. In addition, the boycott made 
Japan’s trade with the Straits Settlements and the South Seas 
more difficult to handle since much of this merchandise is ordinari- 
ly sent first to South China ports and then re-exported. Japan’s 
trade with China south of the Great Wall was 33 per cent less in 
September, 1931, than in the corresponding month in 1930; 65 
per cent less in October and 79 per cent less in November; and 
the trade in December was 80 per cent less than in the same month 
a year before. 

The Japanese have not been able to control their international 
accounts as successfully as have the Australians and the Argen- 
tines. During the first quarter of 1932, imports were $71,000,000 
greater than exports, compared to a favorable balance of $41,- 
000,000 for the corresponding period of 1931. The yen (par 50 
cents) has gradually declined until its value in November, 1932 
was only 20 cents. The domestic financial situation is as unsatis- 
factory as the balance of payments with foreign countries. The 
provisional budget for the fiscal year 1932-34 is the largest in 
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Japanese history, and the expected deficit of $450,000,000 (yen at 
par) will also be without parallel. 

Japan is more highly industrialized than the other countries we 
have discussed and has been supporting expensive military opera- 
tions that have made her problems somewhat different from and 
more complex than those of South America and Australia. 

All the primary producing countries of the world have been 
forced off the gold standard by circumstances similar to those al- 
ready described. What influence has their abandonment of gold 
had upon themselves and upon the United States? The course of 
events has not been exactly the same as in an industrialized state 
such as Great Britain. In the United Kingdom imports were 
sharply contracted automatically by the sudden rise of foreign 
currencies in terms of sterling, and likewise exports were stimu- 
lated by the relative cheapness of sterling in terms of foreign 
currencies. However, world-prices as measured in gold have con- 
tinued to decline and the price level in England has approached a 
state of equilibrium with that existing in other countries, a de- 
velopment which in itself has tended to neutralize the stimulus to 
exports by increasing the cost of production in Great Britain. 

When a nation exports wheat, wool, or animal products which 
are priced on a world-market and sold in terms of foreign money, 
her reactions to currency depreciation are considerably different. 
For example, there was no underbidding of American wheat ex- 
porters by Canadians because of the lower price of Canadian 
money at the time the Canadian dollar first declined. The only 
result was that the Canadian grain quotations increased to adjust 
for the depreciation of their currency, remaining the same in 
terms of the American dollar. On the other hand, Canadian 
lumber exporters selling in the Orient did not adjust their prices 
to correspond to the depreciation of their money, but left their 
prices the same in terms of Canadian dollars and accordingly 
undersold Americans. Lumber is a partially manufactured pro- 
duct, whereas wheat is a primary good. These examples illustrate 
how manufactured articles continue to be sold at the same price in 
terms of the exporting country’s currency after depreciation has 
taken place, while raw materials with a world-price immediately 

Jbid., p. 17. 


54 THE JOURNAL OF BUSINESS 


adjust to absorb this difference. Accordingly, neither the value 
nor the volume of a primary producing country’s exports are 
changed by currency conditions. 

The problem of service on the external debt has necessitated a 
rigid restriction of imports, accomplished by exchange control and 
tariffs. The foreign obligations of some of the countries are so out 
of proportion to their present income that default has been un- 
avoidable despite all their efforts. The result of reduced imports 
upon the debtor nations has been a tendency to lower the standard 
of living owing to denial of all but necessary foreign goods. 
Manufacturing countries, such as the United States, have suffered 
a material loss in their export markets which has greatly aggra- 
vated the depressed condition of their industries. Another way 
of expressing the effect upon the United States is to say that the 
bondholders (of those countries still able to maintain interest 
payments) are being paid, while our manufacturers are not selling 
their goods to those nations. The income of the primary produc- 
ing countries is not great enough to pay their interest to us and 
purchase our goods too, so they have eliminated our imports as 
much as possible. Those countries not able to maintain their debt 
service are earnestly endeavoring to create a sufficient surplus to 
enable them to resume, so that the effect upon the American 
exporter is just the same, and the American bondholder does not 
receive his interest. 

The difficulties in which the primary producing countries find 
themselves are due mainly to the low prices of the commodities 
they export. A very moderate rise would make a great deal of 
difference in their income, permitting exchange restrictions to be 
relaxed and eventually eliminated. This would mean the resump- 
tion of imports from manufacturing countries, including the 
United States, and a revival of foreign commerce would ensue. 
At the time of writing (December) it appears that the trend of 
prices for primary products is slightly upward. With any reason- 
able return in value of raw commodities, the primary producing 
countries will be able to accumulate gold reserves sufficiently 
large to enable them to resume the gold standard on a permanent 
basis; this can only be possible if the lesson of the danger in- 
herent in a large external debt has been thoroughly learned. 


GERMAN TRADE ASSOCIATIONS—Continued 
FRITZ DEMUTH: 


[= formation of professional associations in German com- 
merce took place considerably later than in industry. Here 
the development met with obstacles difficult to overcome. 
Today, however, organization is nearly as complete as in industry. 
The outspoken individualistic point of view in commerce quite 
naturally gave rise to an unwillingness to take part in collective 
activities. In no other profession did the members adhere so long 
to the old Manchester doctrine of laissez faire as in commerce. 
However, the tribulations of the war and after the war made this 
proud individualism more conciliatory, and collective ideas and 
other modern tendencies gained headway. The Central Associa- 
tion of the German Wholesale Trade was founded in 1916. In 
competition with it was the Federal Association of Foreign Trade, 
comprising, in the main, exporters and importers. The antago- 
nism between foreign and domestic trade which became manifest 
in the two separate organizations could be cleared away only grad- 
ually. The year 1927 brought the merger of the two opposing 
groups in the Federal Association of the German Wholesale and 
Foreign Trade. From this day on the German wholesale trade in 
its fight for existence and for recovery of lost positions enjoys an 
undivided representation of its interests. However, as in the case 
of the Federal Association of German Industry, this representa- 
tion, too, must endeavor to balance conflicting interests among the 
members. The Federal Association of German Wholesale and 
Foreign Trade comprised at the end of March, 1929, two hundred 
and sixty-one professional associations in addition to sixty-two 
hundred individual members, organized in regional and local chap- 
ters. 

The organization of retail trade also developed late. The Cen- 
tral Association of German Retail Trade was organized in 1918. 
Privy councilor, Syndic of the Berlin Chamber of Commerce and Industry. 
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The antagonism between capitalistic enterprises such as depart- 
ment stores, chain stores, one-price stores, on the one hand, and 
the small shopkeeper and business man, on the other hand, pre- 
vented earlier organization. Up to the present it is the source of 
the many difficulties which this central association is encounter- 
ing; nevertheless it has succeeded in keeping the opposing factions 
together. This observation, as well as those made in reviewing the 
organizations of industry and wholesale trade, seems to prove that 
the participants expect advantages from the association and its 
considerable economic power, for, otherwise, they would hardly 
be inclined to make the repeated sacrifices which the keeping- 
together of opposing parties requires. At present seventy-nine as- 
sociations, including about three hundred thousand enterprises, 
belong to this Central Association. 

Banking is represented by the Central Association of German 
Banks and Bankers. It was organized in 1901 and has a member- 
ship of about one thousand banks and bankers. The Federal As- 
sociation of Private Insurance Companies comprises fourteen as- 
sociations of the insurance business and a number of individual 
firms. 

Agriculture is a very fertile ground for professional associations. 
Aside from organizations of a more general character, associations 
with specific purposes must be mentioned: associations of potato- 
growers, of the dairy and beet-sugar industry, of truck farming, 
vineyardists, distillers. The largest organization is the Federal Ag- 
ricultural League (Reichslandbund) with about 1.7 million mem- 
bers at the present time. Its task is to attend to the general welfare 
of agriculture, especially by promoting a favorable economic poli- 
cy. In addition to that, it maintains institutions serving the pri- 
vate interests of its members; for instance, a corporation for pur- 
chasing and selling produce, with departments for fertilizers, farm 
implements, etc., a unit for information in bookkeeping applied to 
agricultural enterprises, a banking and an insurance unit. 

Of great importance are the co-operative societies in agricul- 
ture. They are united in the Federal Association of the German 
Agricultural Co-operative Societies, and in the Raiffeisen League. 
At the present time there are about thirty thousand co-operative 
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societies. The retail trade has favored recently the formation of 
co-operatives. 

The voluntary co-operative movement of the crafts was suc- 
cessful in so far as it created an organization which includes the 
representation of all crafts. In 1919 the Federal Association of 
German Crafts was founded. It was joined by all chambers of 
crafts and trades, voluntary professional associations of crafts, 
the German League of Co-operative Societies, the League of Ger- 
man Trade Associations, and Organizations of Crafts with their 
secondary agencies. Here, we may say, organization has tri- 
umphed. 

The organization of crafts is based upon professional corpora- 
tions and guilds. Among the guilds, voluntary and compulsory 
guilds must be distinguished. While before the war the number of 
compulsory guilds was smaller than that of the voluntary guilds, 
the relation has now been reversed. This is additional evidence of 
the strong tendency to organize, for the guilds are made obliga- 
tory only if the majority of the craft of a district so desires. Often 
we find organizations combining crafts in states or regions. The 
League of Rhenish Craftsmen and the State Committee of Saxon 
Crafts may be mentioned in this connection. 

A definite task is assigned to the employers’ associations proper. 
The League of German Employers’ Associations was recognized 
shortly after the revolution by representatives of employers and 
employees as a qualified party for collective bargaining with re- 
spect to labor conditions, wages, etc. The numerous wage agree- 
ments entered upon since then owe their successful conclusion, as 
far as the employers’ side is concerned, to the efforts of this League 
and its affiliated employers’ associations. The League of German 
Employers’ Associations is the overhead organization of the in- 
dustry. The wholesale trade has organized the League of Employ- 
ers’ Associations of the Wholesale Trade. Similar activities of the 
retail trade are performed by the Central Association of the Ger- 
man Retail Trade. All these organizations have contact with one 
another, and important matters pertaining to work agreements 
are subject to joint deliberations. The largest institution based 
on self-government principles, which employers’ associations and 
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trade-unions together have organized according to the prescrip- 
tions of Federal law, is the German Unemployment Insurance. 

There is an essential difference between the activities of the 
associations and those of the chambers organized under statute 
law. Self-government activities of the associations do not play 
such a dominant rdle as in the case of the chambers. Some tasks 
of the associations are, however, of a similar nature. Instruction 
of merchants, education of apprentices, etc., might be mentioned 
in this connection. But this work hardly constitutes such an in- 
dependent and broad sphere as that of the activities of the cham- 
bers. This may be explained partly by the fact that the associa- 
tions are dependent on voluntary membership fees. Although 
many chambers have only modest means, they appear, neverthe- 
less, more secure and more independent than those associations 
which are their equals in size and in importance. The chambers 
seem to be better fitted to attack problems involving larger ex- 
penditures. 

In contrast to the chambers, the associations consider it their 
task to deal also with business matters of a more or less private 
character. Specifications as to delivery, agreements with insur- 
ance companies as to premiums for certain risks, etc., may be men- 
tioned in this connection. 

Incidentally, the activities of the chambers and associations 
often intersect. With regard to the problem of a financial reform 
of the Reich, the Federal Association of German Industry, as 
well as the League of German Industry and Commerce, has to 
take issue; a similar situation would arise on the occasion of the 
conclusion of a commercial treaty or a revision of the procedure 
in civil action, or on any occasion where economic legislation is 
concerned. If possible, agreements are entered upon with regard 
to the problems at issue. 

It is a many-sided and vigorous life which pulses in the German 
employers’ associations. This variety of associative forms often 
gave rise to the charge of overorganization in the sphere of pro- 
fessional representation in Germany. The emphatic request of 
business and industry for an administrative reform and for econo- 
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mies in the Federal Government was countered with the advice to 
clean house first in the professional associations. 

There are promising beginnings from which a more economical 
arrangement may develop. The indicated criticisms, therefore, 
do not seem to be entirely justified. It certainly means “rationali- 
zation,” if the work is more and more concentrated in the central 
associations. The efforts of the central associations to co-operate 
with one another gives hope also that among them a division of 
labor will continue to grow. The strengthening of the central as- 
sociations must, of course, result in a weakening of the professional 
and local organizations, in so far as special tasks do not justify 
their existence. This holds true for associations as well as for the 
numerous smaller chambers of industry and commerce. 

A regression in the number of associations is plainly visible to- 
day. The economies which financial conditions require in Ger- 
many tend to strengthen the tendency toward concentration. The 
management of an enterprise forced to retrench will, if possible at 
all, cut down membership fees also. The fundamental question re- 
mains: Is there need in Germany for the coexistence of profession- 
al representation by obligatory chambers and voluntary associa- 
tions? First of all, the chambers are organs of the state, in charge 
of certain administrative activities and as such cannot easily be 
dispensed with. If they were to be restricted to the mere per- 
formance of self-government activities, that is, if their prerogative 
to act as experts were to be revoked, they would be lowered to the 
rank of local administrative agencies, whose scope of operation 
would hardly be attractive to leading minds. It does not seem 
possible to transfer the administrative duties to the professional 
associations, because, on the one hand, they are not backed by 
the authority of the state, and, on the other hand, they would 
hardly be inclined to submit to state supervision. 

The final opinion of the chambers is the result of the individual 
opinions of local experts, whereas the opinion of the associations, 
as a rule, is a decision of the central body. This difference reflects 
the old antagonism between decentralization and centralization. 
It should be mentioned, furthermore, that the inherent economic 
antagonisms of industry versus commerce, or of large-scale farm- 
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ing versus peasant holdings, are brought to a certain compromise 
before the expert opinions of the chambers are rendered. Differ- 
ences of this kind would possibly find expression in opinions ren- 
dered either by the Federal Association of German Industry or 
by the Federal Association of Wholesale Trade. Again, the associ- 
ations are of a more private or social character in their relation- 
ship with members. Furthermore, they are voluntary organiza- 
tions which could not be done away with even if desired. 

The representatives of local associations play an important réle 
in the chambers. With the exception of outstanding personalities 
the record of a member of the chamber will, as a rule, show years 
of service with some professional association. The customary pro- 
motion is from member of the board to the presidency or vice- 
presidency of the association, before becoming a candidate for the 
chamber elections. Representatives of local associations are quite 
numerous in the chambers; outstanding representatives of large 
and central organizations are members regularly. On the other 
hand, numerous chambers are members of associations. The Fed- 
eral Association of German Industry includes sixty-two chambers 
of industry and commerce. The Federal Association of German 
Wholesale and Foreign Trade reports twenty-two chambers 
among its members; the Central Association of German Retail 
Trade, forty-three chambers. All chambers of crafts belong to the 
Federal Association of the German Crafts. In agriculture, also, 
team work has made progress. Without doubt, personal relations 
furnish the best basis for effective co-operation. 

During the last few months? the conspicuous activities of the 
associations have been curbed to some extent under the rule of 
the emergency decrees. This is not astonishing, for the power is 
concentrated in the hands of a few key ministers and consequently 
bureaucracy and some experts close to the ministers dominate the 
situation. But this should not be regarded as a permanent state. 
If Germany adopts again the full parliamentary system, the asso- 
ciations will take their former place. If, on the other hand, a dic- 
tatorship were to become permanent, it could not dispense with 
the co-operation of the associations. The dictator would need 


3 This article was written in the spring of 1932. 
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them as a kind of insurance which today is disregarded only be- 
cause everybody, including the men in power, in the midst of the 
political and economic fray, think merely of remedies for the most 
pressing difficulties of the day. Under these conditions they are 
not able to conceive a long-time policy. There must be a change. 
Somehow we must get solid ground under our feet again. The as- 
sociations will act as a bulwark in the defense of this new economic 
life. 


THE FEDERAL COURTS AND ORGANIZED LABOR 
Ill. SINCE THE CLAYTON ACT—Continued 


THE BOYCOTT CASES AND THE NORRIS-LA GUARDIA ACT 
JAY FINLEY CHRIST 


E term “boycott” is a word of various meanings, most of 
which are elusive and shifting in character. Sometimes a 
boycott is a mere refusal to patronize; sometimes it is an 
attempt to induce customers to refrain from patronizing; some- 
times it is a refusal to work, whether upon certain materials, upon 
certain premises, for certain employers, for employers who employ 
certain kinds of men or materials, upon jobs where certain men 
have worked, or upon jobs where certain other employees are at 
work; sometimes it is an attempt to induce men not to work for 
certain employers. That is, a boycott may involve either inter- 
ference with customer patronage or interference with employment 
by way of refusal to work or by way of inducement of others not 
to work. In the latter type of case, some aspects of “picketing” 
are essentially “‘boycotts.” Again, the term “boycott” is some- 
times applied to the objectives of certain action, while at other 
times it is applied to the means used to bring abovt results. In 
view of these sources of confusion, it is impossible to frame an ac- 
curately inclusive and exclusive definition of the word “‘boycott” 
—in fact, an adequate definition would include the common or 
garden variety of strike, which is a refusal to work for a given 
employer under certain conditions.’ The term has achieved a 
widespread currency, and it is employed in the present connection 
only because of that fact. But it is the purpose of the present dis- 
cussion to see each of the several types of “boycotts” for what it 
really is, and no more use will be made of the word than seems 
imperative. 
1s Associate professor of business law in the School of Business, the University of 
Chicago. 
133 See this Journal, V (October, 1932), 380. 
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In the discussion of the picketing cases, it was possible to look 
first at the common-law cases, and then at the effects of the Clay- 
ton Act upon the law as it had been developed in those cases.™™ 
The “boycotting” cases do not lend themselves to this treatment, 
since all of the important cases save one,"5 in the federal courts, 
turned upon issues which arose under the anti-trust laws. It seems 
advisable, largely because of chronological considerations, to dis- 
cuss first those cases in which bills were brought against employ- 
ees, and afterward to discuss three cases in which bills were 
brought against employers. 


BOYCOTTS BY EMPLOYEES 


The first case of importance and the case of by far the greatest 
significance which arose in the federal courts, dealing with or- 
ganized labor and interpreting the effect of the Clayton Act upon 
the meaning of the Sherman Anti-Trust Act, was Duplex Printing 
Press Company v. Deering et al." The significance of the case lies 
in the interpretation which the Supreme Court gave to Section 20 
of the Clayton Act, and in the effect of the decision upon the de- 
cisions of later cases of several types. 

The Duplex Printing Press Company was a manufacturer of 
large newspaper printing presses. It operated an open, or non- 
union, shop in Battle Creek, Michigan, and it did not have any 


184 [bid., p. 380 ff. 

188 Edelstein v. Gillmore (1928-30), Case No. 215, Appendix. Under individual 
contracts, Edelstein was representative of some 200 actors in dealing with their em- 
ployers. The Actors’ Equity Association refused to deal with or through Edelstein, 
and threatened to expel any members of the association who should deal with him, 
unless Edelstein should meet certain terms of the association. Complainant’s bill 
asked that the officers of the association be enjoined from boycotting him in this 
manner. After several proceedings in the case, the Circuit Court of Appeals held 
that the licensing of representatives by the association was for the purpose of unify- 
ing the terms upon which the representatives should work for individual actors; that 
this was a legitimate activity and not enjoinable. Aside from questions of jurisdic- 
tion, all the issues in the case arose under the law of New York. 

186 (1917-21) 247 Fed. 192 is the first report of the case, which is No. 107 in Ap- 
pendix, this Journal (January, 1932), pp. 68 ff. The Duplex case reached the Supreme 
Court before the Tri-Cities Steel case, which was discussed in this Journal, October, 
1932, pp. 381 ff., and exerted some influence even upon the latter case. 
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working agreement with the International Association of Ma- 
chinists or with the local union. Most of the presses were sold 
outside the state of Michigan. Defendants were officers of the 
unions. They made a demand upon the complainant company for 
a shorter day and for the adoption of the union scale in com- 
plainant’s plant. The demand was refused and a strike was called 
in the plant. Fourteen of two hundred employees affected quit 
work when the strike was called. This, of course, had no per- 
ceptible effect upon the situation, and in order to induce com- 
plainant to accede to their demands, defendants resorted to other 
means. They advised complainant’s customers that if complain- 
ant’s presses were installed, sympathetic strikes would be called 
in other trades among the customers’ employees; they told a 
trucking company that it would have “labor trouble”’ if it should 
permit its employees to haul complainant’s presses for his cus- 
tomers; they incited strikes among the employees of the trucking 
company and among employees of some customers, after the haul- 
ing and installation of complainant’s presses; they threatened re- 
pair shops with labor troubles if they should repair the presses; 
they threatened an exposition company with a strike of its em- 
ployees, if it should exhibit complainant’s presses; they threatened 
union men with blacklisting as ‘“‘scabs” if they should assist in 
installing or repairing the presses; and in various other ways they 
threatened complainant’s customers and prospective customers, 
and other persons concerned in hauling, installing, handling, or 
repairing the presses. That is, most of defendants’ activities were 
directed against persons who might in some way handle com- 
plainant’s product; and the pressure thus brought to bear was in 
considerable measure effective in reducing complainant’s busi- 
ness. Complainant’s bill asked relief, both at common law and 
under the Sherman Act. 

In the District Court, the bill was dismissed, and the decision 
was affirmed by the Circuit Court of Appeals upon two grounds.*5? 
For one thing, it was said that the boycott was a peaceful one— 
the court found no evidence of violence chargeable to defendants 
—and peaceful boycotts are lawful in the state of New York, 


187 252 Fed. 722. 
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where most of the acts of defendants were done.'* The other 
ground of the decision was more important from our viewpoint. 
There was clearly interference with interstate commerce, and such 
interference should be enjoined as a violation of the Sherman Act, 
unless issuance of the injunction in such a case is forbidden by 
Section 20 of the Clayton Act." The section forbids the issuance 
of injunctions, in cases between employers and employees, to re- 
strain attempts to induce by peaceful and lawful means persons 
not to patronize complainants, or to restrain attempts by peaceful 
means to induce persons to cease work (for customers of com- 
plainants). ‘““Thus the question becomes this: Is the present liti- 
gation one between employers and employees or an employer and 
employees, growing out of a dispute concerning terms or condi- 
tions of employment The solution of a puzzle raised by a 
statute so blindly drawn as this one is not easy .. . . ’ and, in the 
absence of an authoritative utterance of the Supreme Court, the 
question must be decided as upon new matter. The Circuit Court 
of Appeals thereupon comes to the conclusion that if the terms of 
the statute—employer and employees—does not cover the present 
case, then it is entirely meaningless. 

In strict truth this is a dispute between two masters—the union or social 
master, and the paymaster; but unless the words “employers and employ- 
ees,” as ordinarily used and as used in this statute, are to be given a strained 
and unusual meaning, they must refer to the business class or clan to which 
the parties litigant respectively belong. We perceive no logical standing 
ground between this certainly broad meaning, and holding that, if all one’s 
workmen strike (as they call it), or are summarily discharged (as the pay- 
master calls it), the usual plaintiff is not an employer, and the frequent de- 
fendants are not employees, because the formal relation of master and servant 
has ended. Yet such an interpretation would take nearly all meaning from 
Section 20, as scarcely a suit could arise to which it would apply. 

188 Citing Gill Engraving Co. v. Doerr, (1914) 214 Fed. 111, discussed in this Jour- 
nal, III, 460. The boycott in that case was, in the court’s opinion, only incidental 


to an attempt to strengthen the union, and, since the “equities were equal,” the 
court should not interfere. 


189 252 Fed. at p. 747. 


16 A dissent by Rogers, J., was based upon the contention that defendants were 
not employees, so that the provisions of the Clayton Act could not be applied. 
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The Supreme Court of the United States reversed the judg- 
ments of the two lower courts,™ holding that an injunction should 
have been issued which would have restrained the secondary 
“boycott”—the constraint which was brought to bear upon cus- 
tomers, upon the exhibition company, upon the trucking com- 
pany, and upon other persons who handled the presses. The es- 
sence of the Supreme Court’s opinion is that there was no dispute 
between employer and employees, within the meaning of these 
terms as they are used in the statute, and that the Clayton Act, in 
Section 20, did not legalize any act, nor forbid injunctive restraint 
of any act, which was unlawful before the statute was enacted." 

To begin with, the construction of paragraph (1)"® of Section 
20, which was adopted by the Circuit Court of Appeals, is deemed 
“altogether inadmissible.” The language of this paragraph, says 
the Supreme Court, imposes an extraordinary restriction upon the 
courts, and it must be construed strictly and with due regard for 
the qualifying words (“terms or conditions of employment’’) 
which limit the application of the paragraph to cases between per- 
sons who are related in ‘‘a proximate and substantial... . 
sense”’; the dispute in this case, and the case itself, arose between 
parties who were not related as employer and employees in “a 
proximate and substantial sense,” so that, whatever the para- 
graph of Section 20 means, it cannot be applied to this case. If this 
be true, one may ask, in the spirit of the opinion of the Circuit 
Court of Appeals, after a strike is called, could any parties be re- 
lated as employer and employees in “‘a proximate and substantial 
sense’”’? If the statute means that its provisions are to apply only 
in cases between persons who, at the times when the cases arise, 
are respectively actually employer and employees (of each other), 
it cannot in fact apply to any of the organized labor cases which 
arise after strikes have been called. 

It is submitted that this portion of the opinion misses the real 


16t (1921) 254 U.S. 443; 41 Sup. Ct. 172. 

12 A dissent by Mr. Justice Brandeis, in which Justices Holmes and Clarke con- 
curred, is discussed infra. 

63 See Appendix, this Journal, October, 1932, p. 399, where Section 20 is repro- 
duced. 
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issue entirely." The court seems to have entirely lost sight of the 
defendants and to have focused its attention upon the sixty thou- 
sand members of the union who never were employed by com- 
plainant and who were not parties to the suit. The case in fact 
arose from a labor dispute; the dispute arose originally with re- 
gard to terms and conditions of employment; the parties to the 
suit were representatives of some men who were actually em- 
ployees of complainant and of other men who might at some time 
work for complainant if the union scale should be established. In 
the great mass of labor cases where injunctive relief is sought, de- 
fendants are commonly not employees but representatives of em- 
ployees or of organizations to which employees (or some of them) 
belong. The dispute is really between employer and union offi- 
cials; and if the statute does not include union officials within the 
meaning of the term “employees,” it is meaningless. This, of 
course, is precisely the result of this decision of the Supreme 
Court." 

In the second place, in its attempt to substantiate, from the re- 
mainder of the section, its belief that the section does not apply 
to the instant case, the court makes use of the following method. 
The section enumerates certain types of acts which may not be 

4 The following paragraph, taken from 254 U.S. 471, after a summary of the 
view taken by the lower court, indicates some confusion: 

“The majority (of the lower court) appear to have entertained the view that ... . 
Section 20 operated to permit members of the Machinists Union elsewhere, some 
60,000 in number, although standing in no relation of employment under complain- 
ant, past, present, or prospective, to make that dispute their own and proceed to 
instigate sympathetic strikes, picketing, and boycotting against” disinterested 
parties, and “where there was no dispute between such (disinterested parties) and 
their employees respecting terms and conditions of employment 

“. ... (this construction) virtually ignores the effect of the qualifying words. 
Congress had in mind particular industrial controversies, not a general class war. 
‘Terms or conditions of employment’ are the only grounds of dispute recognized as 
adequate to bring into play the exemptions; and it would do violence to the guarded 
language employed were the exemption extended beyond the parties affected in a 
proximate and substantial, not merely a sentimental or sympathetic, sense by the 
cause of the dispute 

5 Another incongruity appears in this same connection: The legality of the acts 
of the sixty thousand members of the union in taking part in strikes, and the like, is 
not in issue. The case is concerned with the legality of the acts of union officials in 
persuading others to cease work or to refrain from working. 
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enjoined in certain cases. The court first says that in order further 
to define the kinds of cases meant by the statute, it will examine 
the descriptions of the kinds of acts which may not be enjoined in 
those kinds of cases.’ Having made this statement, the court 
quotes the pertinent provisions of the section’” and points out the 
emphasis placed upon the terms “lawful,” “lawfully,” “peaceful,” 
and “peacefully.” Nothing less than quotation of a full para- 
graph can show the character of the reasoning employed by the 
court here: 

The emphasis placed upon the words “lawful” and “lawfully,” “peaceful” 
and “peacefully,” and the references to the dispute and the parties to it, 
strongly rebut a legislative intent to confer a general immunity for conduct 
violative of the anti-trust laws, or otherwise unlawful. The subject of the 
boycott is dealt with specifically in the “‘ceasing to patronize” provision, and 
by the clear force of the language employed the exemption is limited to pres- 
sure exerted upon a “‘party to such dispute’ by means of “peaceful and /aw- 
ful’’*8 influence upon neutrals. There is nothing here to justify defendants or 
the organizations they represent in using either threats or persuasion to bring 
about strikes or a cessation of work on the part of employees of complainant’s 
customers, or of the trucking company employed by the customers, with the 
object of compelling such customers to withdraw or refrain from commercial 
relations with complainant, and of thereby constraining complainant to 
yield the matter in dispute. To instigate a sympathetic strike in aid of a sec- 
ondary boycott cannot be deemed “peaceful and lawful’’ persuasion. . . . . 


It is submitted that careful reading of the statute and of the 
paragraph just quoted will disclose the fact that the court has not 
made an accurate or carefully reasoned use of the statute. In the 
first place, the subject of the boycott is not completely dealt with 
in the ceasing to patronize provision: that provision does not at 


166 “The qualifying effect of the words descriptive of the nature of the dispute and 
the parties concerned is further borne out by the phrases defining the conduct that 
is not to be subjected to injunction or treated as a violation of the laws of the United 
States” (254 U.S. at p. 473; 41 Sup. Ct. at p. 178). 

That is to say that the court believes that the definition of the kind of cases in 
which the section applies is indicated by a description of the acts which are not to 
be enjoined in the kind of cases named! In cases of class X, no injunction may re- 
strain acts of classes Y and Z. Therefore, when acts of classes Y and Z are done, the 
cases do not belong to class X! 

67 Those provisions are designated as [a], [0], [c], [d], and [/], in the Appendix, this 
Journal, October, 1932, p. 399. 

168 Italics here are the court’s. Other italics in this paragraph have been supplied. 
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all affect the cessation-of-employment boycott, which we have in 
this case. Again, the statute does not mention “lawful” persua- 
sion of men to cease work, to refuse to perform any work or labor, 
or to refrain from working. Persuasion, in these connections, need 
only be peaceful, in order to be within the terms of the statute. 
Threats or persuasion to bring about strikes or a cessation of work 
need only be peaceful. In the third place, an important provision 
of the section is noticed at the outset of the opinion, but it has 
been forgotten again at the critical moment. In a separate para- 
graph, without reference, direct or indirect, to the opening para- 
graph which names the classes of cases in which injunctions are 
not to issue to restrain certain acts, the statute says, “nor shall 
any of the acts specified in this (not the preceding) paragraph be 
considered or held to be violations of any law of the United 
States.” These words, says the court, ‘‘are to be read in the light 
of the context, and mean only that those acts are not to be so held 
when committed by partes concerned in a dispute concerning terms 
or conditions of emp'oyment.’*® It is therefore unlawful and en- 
joinable under the laws of the United States for labor officials to 
persuade, by peaceful means, men to cease work or to refrain from 
working, if the persuasion is aimed at a sympathetic strike in aid 
of a secondary boycott. 

It has already been pointed out that this provision is in a 
separate paragraph from the provision describing the cases in 
which the powers of the courts are said to be limited; and it has 
been pointed out, also, that the final provision refers to the acts 
described in this paragraph. Approaching it with only the purpose 
of finding its true meaning, one would suppose that it is entirely 
independent of the provision in the first paragraph. The final pro- 
vision says that, so far as persuasion to cease work or to refrain 
from working is concerned, the type of conduct which is said to 
be lawful is specifically described as “peaceful” ; while so far as the 
provisions are concerned with persuasion to cease to patronize, 
the types of conduct which are said to be unlawful, are not speci- 
fied at all—the word “lawful” is used. But if it is clearly said 
that it shall not be unlawful to peacefully persuade men to cease 

169 254 U.S. 470; 41 Sup. Ct. 178. Italics supplied. 
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work or to refrain from working, how can it be said that such 
peaceful persuasion becomes unlawful, when we come to define 
lawful means of inducing or persuading persons not to patronize? 
If we put this matter into a syllogistic form, we have the following: 
A. It is not a violation of any law of the United States to peacefully per- 
suade men to cease work or to peacefully persuade men to refrain from 
working. 
B. It is not a violation of any law of the United States to peacefully and 
lawfully persuade men to cease to patronize others. 
Therefore, it is not a violation of any law of the United States to peace- 
fully persuade men to cease work or to refrain from working, even 
though we use this means of persuading persons not to patronize. 


That is, the term “lawfully,” in proposition B, has already been 
defined in proposition A, as to persuasion of men to cease work. 
But the court decides that this provision has no meaning at all. 

In fact, the effect of the decision and opinion is that the whole 
of Section 20 is practically meaningless; it has no perceptible ef- 
fect upon the state of the law. The section seems to say, first, that 
there are certain kinds of cases in which the powers of the federal 
courts are to be limited; second, that such injunctions as may be 
issued may not restrain the doing of certain kinds of acts; and, 
third, that none of the enumerated acts shall be held unlawful. 
The court says that this means, first, that the instant case is not 
one of the class of cases named; second, that this is shown by the 
class of acts which may not be enjoined; and, third, that the act 
means that the acts enumerated may be held unlawful unless they 
are done in such a case as those described; and, finally, that the 
second and third conclusions support the first. In the process, the 
terms of the statute applicable to the instant case—those which 
relate to the cessation of work—are not made use of at all; and the 
appearance of meaning in the last provision of Section 20 is ig- 
nored. 

Whatever is one’s opinion of the character of the analysis of 
issues in the majority opinion in this case, the important fact 
about the decision is that the decision practically nullified the at- 
tempt of Congress to modify the law of labor injunctions; and, fol- 
lowing this decision, not a single case is reported in which Section 
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20 of the Clayton Act has been the ground for final denial of in- 
junctive relief in a labor case in the federal courts; and, in most of 
the cases, the Duplex case has been the ground of refusal to dis- 
miss the complaints, in spite of the fact that none of the later 
reported cases involved essentially the same fact-situation.’” 

If anything had remained of the effectiveness of Section 20 of 
the Clayton Act, the last spark of life disappeared from it with 
the decision of the Supreme Court in Bedford Cut Stone Co. v. 
Journeymen Stone Cutters’ Association of North America et al.,'™ 
which is the latest utterance of that court in this connection. 
Complainants were members of an association of quarriers and 
fabricators of cut stone, operating their quarries in Indiana and 
refusing to deal with the Stone Cutters’ Association.’ Members 
of defendant union were employed by contractors in finishing and 
laying the stone, for the most part in states outside of Indiana. In 
order to induce complainants to agree to employ members of de- 
fendant union in the quarries, officers of defendant union ordered 
its members to refuse to work upon or to lay any stone which had 
been cut by ‘“‘men working in opposition to them’’—men not mem- 
bers of defendant union. There were no local disputes as to wages 
or other conditions, no acts of violence, and no direct hindrance of 
or interference with the quarrying, cutting, transportation, or use 
of any of the non-union stone; but the orders of the union were 

1?” One case in which the Duplex case was followed is not an ordinary labor case 
atall. It reminds one of Brims v. U.S., discussed in this Journal, V (January, 1932), 
53, except that there was a criminal proceeding in the Brims case. Buyer v. Guillan 
et al., (1921) 271 Fed. 65, Case No. 128, Appendix. A union of clerks and truckers 
agreed that they would not handle interstate shipments delivered to their employer, 
unless the goods were brought in by a company whose men belonged to the union; 
and the employer of these union men was also a party to the agreement. Bill for in- 
junction was brought by a transfer company who brought in goods which the clerks 
and truckers would not check nor handle. This, then, was a case in which one party 
was a victim of a direct boycott (an employment boycott), and on the other side 
were an employer and his employees. Interstate commerce was in fact interfered 
with and the court granted an injunction, on the ground that this case was not within 
the description of cases in the Clayton Act in which injunctions should not be is- 
sued. Though the facts of the two cases were thus essentially different, the court in 
the Guillan case cited as its authority Duplex Pr. P. Co. v. Deering. 

1 (1925) g F. (2d) 40; (1927) 274 U.S. 37., Case No. 196, Appendix. 

7 Complainants had organized or caused to be organized a sort of company 
union. 
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pretty generally obeyed by local union members, and there was an 
appreciable effect upon the marketing of complainants’ stone. In 
the district court (unreported) a bill to restrain this “boycott” 
was denied for lack of jurisdiction, the court relying upon Herkert 
& Meisel Trunk Co. v. United Leather Workers and upon the Cor- 
onado cases." In the opinion of the District Court, which was 
affirmed by the Circuit Court of Appeals, there was no intent to 
interfere with interstate commerce in stone from complainants’ 
quarry, nor to affect competition between complainants’ stone and 
stone from other quarries which operated under union rules. 

In the view taken by the Supreme Court, however, the ultimate 
and admitted purpose of the union “was to unionize the cutters 
and carvers of stone at the quarries.’”’ In order to do this, there 
was an attempt to bring about loss or serious reduction of com- 
plainants’ interstate business. Such interference was so obviously 
an important part of the whole scheme that the Herkert case and 
the first Coronado case could not be applied. It can scarcely be 
argued seriously that interference with interstate commerce was 
merely incidental to the success of the union’s plan of action here; 
it seems to have been an essential part of the plan to force com- 
plainant “‘into line’ by cutting off his customers through refusal 
to work upon stone furnished by him, so long as he did not em- 
ploy members of defendant union. If he could sell stone as before 
in spite of defendants’ action, the “boycott”? would have been 
quite fruitless. 

But the question still remains whether or not the issuance of an 
injunction in such a case is within the restrictions of the Clayton 
Act. To be sure, the defendants did not invoke the statute, so far 
as the reports disclose; but it is fairly clear that such a course 
would have had no effect. The Supreme Court took the ground, 
first, that the facts in the Bedford case were in essence not differ- 
ent from those in the Duplex Printing Press case; second, that in 
the Duplex case it had been held that the Clayton Act had no 
effect upon the legality or illegality of the “secondary boycott’’; 
third, that the acts enjoined in the Duplex case were violations of 
the Sherman Act; and fourth, that, since the acts in the Bedford 

173 Discussed in this Journal, V (October, 1932), 391, 392 ff. 
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case were essentially the same as those in the Duplex case, they, 
too, were enjoinable under the Sherman Act, Section 20 of the 
Clayton Act notwithstanding. The influence of the Duplex case is 
particularly apparent in the short concurring opinion of Mr. Jus- 
tice Stone: 

As an original proposition, I should have doubted whether the Sherman 
Act prohibited a labor union from peaceably refusing to work upon material 
produced by non-union labor or by a rival union, even though interstate com- 
merce was affected. In the light of . . . . the Clayton Act (and of the Stand- 
ard Oil and American Tobacco cases) I should not have thought that such 
action as is now complained of was to be regarded as an unreasonable and 
therefore prohibited restraint of trade. But in Duplex Printing Press Co. v. 
Deering . . . . a decree was authorized restraining in precise terms an agree- 
ment not to work or refusal to work, such as is involved here. [Because of 
that case] alone, I concur with the majority." 

A dissenting opinion was filed by Mr. Justice Brandeis, in 
which he was joined by Mr. Justice Holmes.’’* The dissent did 
not attempt to make use of the Clayton Act; but it did see a dis- 
tinction between the Bedford case and the Duplex case. The dis- 
sent took the ground, first, that in view of the relative power of 
the union and of the complainants’ association, the restraint upon 
interstate commerce was incidental and not unreasonable, and 
not a violation of the Sherman Act. Defendants were trying to 
strengthen their association against an employer group which 
held a monopoly of the stone-cutting business and which through 
a “company”’ union was trying to destroy defendants’ organiza- 
tion. Second, the acts of defendants were peaceful. Third, the case 
could be distinguished from the Duplex case because in that case 
defendants were reaching out into the fields of other crafts and 
“boycotting” everyone who should take part in the marketing, 
installation, or exhibition of complainant’s product; while in the 
Bedford case only one craft was affected. Fourth, the issue in the 
Duplex case was the applicability of the anti-injunction provisions 
of the Clayton Act, while in the Bedford case the issue is whether 
or not the Sherman Act had been violated. 


4 274 U.S. at p. 55. Mr. Justice Sanford, also, filed a separate concurring opin- 
ion: “I concur in this result upon the controlling authority of Duplex Co. v. Deering, 
which, as applied to the ultimate question in this case, I am unable to distinguish.” 

15 274 U.S. 56. 
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Whatever one may think of the soundness of the result in the 
Bedford case, there is one outstanding distinction between the 
facts of the two cases. It is touched upon in the dissenting opin- 
ion. In the Duplex case, the “boycott’”—refusal to work—was 
directed specifically at the customers of complainant. “Our men 
will not work for you at all if you handle, install, repair, or ex- 
hibit Duplex products.”’ These customers were to be boycotted as 
parties. In the Bedford case, no boycott was directed specifically 
at complainants’ customers. Defendants said, “Our men will not 
work upon non-union stone.” There was no refusal to work for 
complainants’ customers, as such, while they remained customers. 
If, in the Duplex case, they had said, “We will not permit our men 
to install Duplex presses’”’; or if, in the Bedford case, they had said, 
“Our men will not work for you as long as you purchase or install 
any of complainants’ stone,” then the facts of the two cases would 
have been on all fours. But the difference between a complete re- 
fusal to work for non-interested parties at all, and a refusal to 
work on complainants’ materials only, seems to be of sufficient 
significance so that a valid distinction might have been drawn be- 
tween the two cases. 

We might even admit, in the light of this distinction and for the 
purposes of the Bedford case, that the urging of the men to re- 
frain from working in the Duplex case was not protected by the 
Clayton Act, because it was “remote”; we are not driven by that 
admission to admit that the urging of the men in the Bedford case 
was also “remote.”” The Bedford boycott was aimed directly at 
complainants’ goods, and at nothing else. This is a “primary boy- 
cott” if there ever was one, just what we would have had in 
Lawlor v. Loewe had defendants in that case said only, “We will 
not buy Loewe’s hats.”’ There is no essential difference between 
a refusal to make use of complainants’ goods in one’s chosen trade 
or profession and a refusal to make use of complainants’ goods to 
protect one’s head from the elements or to conform to the styles.’ 


176 Compare Casey v. Typo. Union, (1891) 45 Fed. 135, discussed in this Journal, 
III (April, 1930), p. 224, the first “boycott” injunction case in the federal courts. The 
district court (Ohio) said, obiter, that there could be no doubt that if defendants had 
simply refused to deal with complainant as long as he did not employ union labor, 
“there would be nothing for the court to act upon.” 

In the discussion of practically all of the “boycott” cases, it is recognized that 
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A third type of “boycott’”—another refusal to work—along 
with a “boycott” or sympathetic strike like that in the Duplex 
case, is found in a part of the facts of Columbus Heating and Ven- 
tilating Co. v. Pittsburgh Building Trades Council et al.” Com- 
plainants operated an open-shop factory in Columbus, Ohio, and 
a shop for installation in Pittsburgh, where the union scale was in 
effect and where union men were employed. They were install- 
ing heating and ventilating systems in Pittsburgh when, in order 
to unionize the plant in Columbus, defendant union ordered a 
strike of members of the union on the jobs in Pittsburgh, and it 
threatened to call a general strike of all other union men on all the 
jobs where members of this union were working in Pittsburgh, if 
the company should try to do its installing in Pittsburgh with 
non-union men during the strike. There was no active dispute as 
to terms or conditions, either in the plant at Columbus or in Pitts- 
burgh; and the men who were called out in Pittsburgh were work- 
ing under contracts which were then unexpired. The Trades 
Council was a local council of craft unions, which was aiding de- 
fendant unions. The bill asked restraint of the general strike 
which was threatened. The general strike was enjoined, upon the 
ground of Duplex Co. v. Deering.’ The case was held not to be 


there is an implicit assumption that the officials of the union are identified with the 
membership. This assumption is extremely important, for, if it is not made, the 
officials must frequently be regarded as mere intermeddlers. It is believed that, un- 
less the evidence is clear to the contrary, such an assumption is justifiable. It seems 
to be of the very essence of collective bargaining that the rank and file do not and 
cannot speak individually for themselves, to the employer; and in the absence of a 
clear showing to the contrary, they must be regarded as having assented to and as 
being bound by the acts of their officials, within the scope of the latters’ powers. One 
aspect of this relationship is made use of in the Loewe case; and it seems fair to make 
use of the other aspect of it in the Bedford case. This aspect of the labor cases has 
not been discussed in the legal literature, so far as the present writer is aware. The 
matter is reserved for later treatment. 

177 (1927) 17 F. (2d) 806, Case No. 205. 

178 The report does not specifically indicate whether or not the injunction extended 
to the calling off of the members of defendant union employed by complainant in 
Pittsburgh; but apparently this part of the strike was not enjoined, since the state- 
ment of facts indicates that the men returned to work in the Pittsburgh plant, after 
the granting of the injunction, but that they did so “under an agreement of counsel 
on the subject” (17 F. [2d] at p. 807). 
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one between employer and employees growing out of a dispute as 
to terms or conditions of employment, so that Section 20 did not 
forbid the granting of an injunction. The acts done consisted of a 
“secondary boycott,” which is unlawful at common law. 

So far as the threatened general strike was concerned, there is 
no doubt that the acts done by defendants were similar to those 
which were enjoined in the Duplex case; and there is likewise no 
doubt that the relationship between the parties to the case was 
the same as the relationship in the Duplex case—an employer 
proceeding against officers of a union which represents some, at 
least, of complainant’s employees. As to the specific strike upon 
complainant’s own installation jobs, the parties to the case are 
precisely the same; and though the court says nothing about it, 
the “‘boycott” is to that extent a “primary” one. If our inference 
is correct, that part of the strike was not enjoined ;'” but whether 
because of the Clayton Act or common law, one cannot be certain, 
though probably the latter. In any event, the result of this case 
is somewhat puzzling. The first paragraph of Section 20 does not 
make any distinction which can be used as the basis of treating 
“primary” and “secondary” boycotts differently; nor does the re- 
mainder of the section do so, in its statements regarding ceasing 
or refusal to work. The puzzle is, Why should there be a difference 
between these two strikes? If the Duplex decision applies to one, 
why doesn’t it apply to the other, particularly if the essential 
thing about the decision is, as the court says in the Columbus 
case (as well as in the Bedford case), that this is not a case between 
employer and employees? 

A fourth type of “‘boycott’’—still another refusal to work—was 
presented in Decorative Stone Co. v. Building Trades Council of 
Westchester County et al.*° Complainant was a manufacturer of 
artificial stone, operating his plant in Connecticut and employing 
men who were members of such unions as there were in that state. 
The men were not members of any of the defendant unions. A 
large part of complainant’s market was in New York, where in- 
stallation was performed by contractors who purchased from com- 
plainant. Defendants, Journeymen Stone Cutters’ Association of 

79 N. 178, supra. 18 (1927) 18 F. (2d) 333; Case No. 206, Appendix. 
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North America, Journeymen Stone Cutters’ Association of New 
York, Machine Stone Rubbers, and others were members of the 
Building Trades Council. The Council and the defendant unions 
insisted that members of the New York unions should not work 
upon any material which was to be used in or upon buildings in 
which use was to be made of artificial stone cut by manufacturers 
who did not employ members of defendant unions; and defendants 
together (by peaceful means)" induced members of unions in 
other trades to refuse to work upon buildings where stone from 
such sources was in use or to be used. Much if not most of the 
non-union artificial stone came from outside the state; and the 
exclusion of it from use, which actually resulted, was precisely 
the aim of defendants, who were trying to force the Connecticut 
employers to employ members of the defendants’ unions, only. In 
fact, it seems fair to say that it was a primary aim of defendants to 
exclude the Connecticut product from the New York market, un- 
til the Connecticut plants were unionized. There can thus be 
scarcely any doubt of the soundness of the conclusion of the 
court, that there was a direct and intentional interference with 
interstate commerce and, therefore, a conspiracy in violation of 
the Sherman Act. Neither of the two reported opinions in this 
case make any mention of the Clayton Act. It is said that the de- 
cision in the Decorative Stone case is controlled by Duplex Co. v. 
Deering. 

Following the decision in the Bedford Stone case™ there is 
practically no doubt that every federal court would approve of 
the decision in the Decorative Stone case. Section 20 of the Clay- 
ton Act, according to the earlier decisions, does not legalize labor 

8 The phrase “by peaceful means” has been employed in this connection in the 
present instance and elsewhere throughout this and other papers in the present se- 
ries. It means that the reports do not disclose “proof” of violence or of threats of 
violence. How far the methods used were in fact peaceful will, of course, remain a 
mystery, in the absence of specific “proof.” Though this matter is of necessity 
treated with scant attention, yet the insidious character of the “inducements” which 
influence members of unions, at times, makes the use of the term “peaceful persua- 
sion” somewhat farcical. What is usually meant is that there is no discoverable vio- 
lence or threat of injury to persons or to tangible property. 

82 The decision of the Supreme Court in the Bedford Stone case came between 
the two decisions in the Decorative Stone case. 
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combinations—“boycotts”—specifically in restraint of trade, 
even though in terms those “boycotts” take the form of mere re- 
fusals to perform certain work, and even though the section specif- 
ically forbids the restraint of such refusals, in any case between 
employer and employees arising from a dispute concerning terms 
or conditions of employment; and, again following the earlier 
cases, this was not a case between employer and employees, so 
that the section does not apply." 

In Aeolian Co. et al. v. Fischer et al.,4 the facts present another 
refusal to work—a “boycott”’ of a fifth type. There was a refusal 
to work on jobs with non-union men. Complainants employed 
non-union men to instal and repair organs. Defendant unions 
ordered their men to refuse to work on buildings in which com- 
plainant’s men were working.’ Plaintiff’s customers were com- 
pelled to break contracts with him and to defer his work until the 
work done by defendant unions’ members had been completed. 
The district court denied an injunction, on the ground that these 
refusals to work were mere protests against the use of non-union 
men, that there was no intent to affect interstate commerce, and 
that such commerce was affected only in an incidental way. It was 
a secondary boycott “without malice and not primarily intended 
to destroy good will,” and so not unlawful under the common law 
of New York. These views had been affirmed once by the Circuit 
Court of Appeals, by a divided court; and after a final dismissal 
of the bill by the district court, the personnel of the Circuit Court 
of Appeals having been changed in the meantime, the decree of 
dismissal was reversed upon the ground that since installation is 
an integral part of commerce in organs, interference with instal- 

83 In March, 1931, in another case (unreported) complainants in the Decorative 
Stone case were awarded $43,000 damages under the Sherman Act, upon the same 
facts. See Witte, The Government in Labor Disputes, p. 70. This decision was af- 
firmed in July, 1932 (Dextone Co. v. Bldg. Trades Council, 60 F. [2d] 48). 

Injunction was denied in Maryland in a similar case, where the Sherman Act was 
not applicable (Ruff & Sons. v. Bricklayers, etc., Union [1931], reported in Law and 
Labor, January, 1932, p. 8). 

184 (1928) 27 F. (2d) 560, Case No. 213. 

85 They did not refuse to work on those buildings before complainant’s men be- 
gan their work. 
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lation is interference with commerce. There was a violation of 
the Sherman Act because there was an intent to prevent the work- 
ing of men in interstate commerce." The court relied upon the 
Duplex case and the Bedford Stone case, and did not discuss the 
Clayton Act. 

Aside from a case which involved mere intermeddlers,"’ there 
are here five distinct types of “boycotts.” Each one consists of 
“peaceful” persuasion of men to refuse to perform certain work. 
In all but one," these “‘persuasions”’ were enjoined as “‘boycotts.”’ 
In the one in which the implication seems to be a denial of relief, 
there was a “primary boycott,” though the court did not give it 
that name nor say much about it, and though a “primary boy- 


186 Tt is of interest that the case was before the courts three times, once affirmed 
by the C.C.A., before it became clear that there was “intent to interfere with inter- 
state commerce.” 

7 U.S. Gypsum Co. v. Helsop et al., (1930) 39 F. (2d) 228, No. 219, Appendix. 
The court which rendered the decree was sharply criticized in the labor press for the 
scope of the decree, which forbade even private conversation of defendants with 
members of their families, if such were part of an attempted “boycott” of complain- 
ant. But if the facts are fully understood, the decree seems amply justified. 

In 1921, a strike in complainant’s plant had been lost, and about go per cent or 
more of the men had returned to work. Both of the local unions involved in the 
strike had given up their charters in 1925. Defendant Helsop was one of the strikers, 
but he never returned to work for complainant. Another defendant had been em- 
ployed by complainant for a short time in 1926. None of the other defendants ever 
had worked for complainant. In 1926, a local “union” was organized, but none of 
its members were employed by complainant or elsewhere in the same business. De- 
fendants (except one) circulated printed material declaring that complainant was 
“unfair” and implying that there was a strike at his plant. The circulars were signed 
by Helsop and upon them was imprinted the seal of Local Union 141, which was one 
of the unions which had given up its charter in 1925. (The seal had not been sur- 
rendered.) The circulars affected complainant’s business and he asked an injunction. 

The injunction which was issued in fact restrained the issuance of false state- 
ments, by men who had no specific legal relationships with complainant or with his 
employees. They were not even bona fide members of a legitimate union, nor were 
they working or seeking work in the crafts involved. They were clearly intermed- 
dlers. Granted only jurisdiction on any of the usual grounds, there can be no reason- 
able doubt of the propriety of the injunction in such a case as this one. Compare 
Waitresses’ Union v. Benish, (1925) 2 F. (2d) 568, Case No. 193, this Journal, Octo- 
ber, 1932, P. 393, N. 133, par. k. 

88 Reference here is to the specific strike against complainant by members of de- 
fendant’s union, in the Columbus Heating Company case, as distinguished from the 
persuasion to the general strike in the same case, which was like the facts in the 
Duplex case, and which was enjoined. 
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cott’”’ was enjoined in the Bedford case. Omitting the Columbus 
Heating Company case," these cases may fairly be summarized as 
follows: 


A. In the Duplex case, there was a “peaceful” attempt to induce em- 
ployees of third parties to refuse to work ai all if the third parties deal 
with complainant’s goods. 

B. In the Bedford case, there was a “peaceful” attempt to induce em- 
ployees of third parties to refuse to do work on complainant’s goods. 

C. In the Decorative Stone case, there was a “peaceful’”’ attempt to in- 
duce employees of third parties to refuse to work on buildings where 
complainant’s goods are used. 

D. In the Aeolian case, there was a “peaceful” attempt to induce employ- 
ees of third parties to refuse to work on jobs while non-union men were 
at work. 


In A, there is a “boycott” of complainant’s customers, as such, 
through refusal to work for them; in B, there is a “boycott” of 
complainant’s goods, only; in C, there was a “‘boycott”’ of the jobs 
where complainant’s goods were used, but not a “‘boycott” of his 
customers, as such; in D, there was a “boycott” of the jobs and 
of complainant’s customers, but only while the non-union em- 
ployees of complainant were at work. 

To put the matter in another form, in the Duplex case, we have 
what is ordinarily known as the “sympathetic strike’—clearly 
a “secondary boycott” in any language. In the Bedford case, 
there is only a “primary” boycott of goods; in the Decorative 
Stone case, there is another “secondary boycott,” though of a 
different degree, because of its limited scope; and in the Aeolian 
case, the “secondary boycott” is still more limited in its scope. 

In all of these cases, we have restraints of “peaceful” induce- 
ments of strikes. In only one of the cases (the first one) is the 
strike clearly “sympathetic”; but every one involves an attempt 
to persuade men to cease work or to refrain from working, which, 
in the words of the Clayton Act, is not to be held or considered a 
violation of any law of the United States. 

The decisions of these cases suggest the question, whether or 
not it is possible, in general language, to draw distinctions be- 
tween sympathetic strikes, secondary boycotts, primary boycotts, 


8 For the reason indicated in n. 188, supra. 
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strikes against the use of goods, and strikes against the employ- 
ment of non-union men on the job where the strikers are expected 
to work. Can we draw valid distinctions in this field, between 
lawful and unlawful conduct, without using terminology which is 
in fact and realistically descriptive of the facts which happen in 
these cases of “peaceful coercion”? Can we accomplish anything 
definite by using such outworn and provocative terms as strikes, 
boycotts, conspiracy, ceasing to work, refusal to patronize, picket- 
ing, peaceful persuasion, and the like? Do we not need to abandon 
the use of such language, and adopt a terminology which will ac- 
curately catalogue certain existing types of facts, and designate 
each type as lawful or unlawful, regardless of effects upon inter- 
state commerce? Can we not determine our policy in advance of 
litigation, and make our pronouncements so clear—in a formal 
labor code, perhaps—that no more is left to the courts than a de- 
termination of facts—facts which are classified into unequivocal 
categories?” 

1” The difficulty of classification under current terminology is further illustrated 
by Pittsburgh Terminal Coal Co. v. U.M.W.A. et al., (1927) 22 F. (2d) 559, Case No. 
209, Appendix. In an attempt to unionize the mines, which shipped 83 per cent of 
their product in interstate commerce, a strike was called, though there was no local 
dispute. Injunction restrained all of the activities—even the strike apparently— 
except the prosecution of appeals of suits which were pending against the striker— 
tenants of employer’s houses, who had refused to move out during the strike. The 
decree went far beyond the restraint of violence; and for its definition of “conspiracy 
to restrain interstate commerce,”’ the court relied in part upon the Duplex case. The 
Clayton Act was mentioned merely as the source of jurisdiction over petition from 
injunction in favor of a private party. Perhaps this case should be classified with the 
“picketing cases”; but even though picketing is concerned only with employment re- 
lations, still it is perhaps a boycott. Neither term is used by the court—it finds a 
conspiracy. Are not strikes, agreements to picket, agreements to “boycott”—all 
of them—conspiracies? Or are any of them conspiracies unless they are adjudged 
to be violations of law? The Clayton Act, as interpreted, gives us little or no aid in 
threading our way through this maze of assumptions and question-begging terminol- 


ogy. 

In Silverstein v. Local Tailor’s Union et al., (1923) 284 Fed. 833, Case No. 159, 
Appendix, there was a strike against complainant in St. Louis. Some of his trade was 
of an interstate character; but most of it was local. The strike did interfere with 
complainant’s business, but, following the decision of the same court in Herkert & 
M. Trunk Co. v. Leather Workers’ Union (see this Journal, V [October, 1932], 391, 
392 ff.), relief was denied because of failure of complainant to show the requisite in- 
tent to interfere with interstate commerce. (The Silverstein case is of minor impor- 
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The need for legislation of a clear and specific character, in this 
field, has been pointed out more than once." But the most recent 
effort of Congress in this behalf—the Norris-La Guardia Act— 
seems to be little better in this regard than was the Clayton Act. 
It is mere “clay in the hands of the courts.” Full discussion of the 
new statute is deferred until after consideration of certain other 


cases. 
[To be continued] 


tance; but it should have been noted in the earlier connection, n. 133, loc. cit., 
supra.) 

The Herkert case, too, might have been discussed as a “boycott” case, just as 
well as with the picketing case—perhaps better. 

1 See Frankfurter and Greene, The Labor Injunction, passim; and Christ, “The 
Federal Anti-Injunction Bill,” J/linois Law Review, XXIV (January, 1932), 516-39. 


COMMENTS ON “THE LIFE INSURANCE COMPANY 
AS A BANKING CONCERN”? 


S. H. NERLOVE? 


R. J. P. SULLIVAN’S major point is that life companies are 
in the “demand-banking”’ business, subject to policy loans 
and cash surrender value withdrawals, and, therefore, they are in 
danger during depression periods because investment assets are not 
likely to be liquid whereas demands for policy loans and cash surrender 
values are likely to be large. Accordingly, he suggests that life com- 
panies should curtail drastically, if not eliminate entirely, the sale of 
policies with investment features, if they are to avoid facing the 
probability of wholesale receiverships during the next period of drastic 
liquidation. He has not presented a convincing case to substantiate 
his argument. 

In his article no evidence is presented indicating that the next de- 
pression will be more serious than the present one. He admits that the 
life companies as a whole will weather this one successfully, but he sug- 
gests that the next one will be worse. He does not know (and no one 
else knows) what precisely will be the character of the investments of 
life companies by the time the next depression occurs. He makes no 
allowance for the distinct possibility that the Federal Government will 
aid the life insurance companies by making loans during difficult 
periods. He asserts that life companies will extend their “demand 
liabilities” but does not give full cognizance to the attempts now on 
foot to limit the ability of policyholders to withdraw funds in the form 
of “cash values” and “policy loans.”’ He gives practically no attention 
to the rate at which the sales of policy contracts are increasing and the 
resulting favorableness of cash receipts of the companies in relation to 
their cash disbursements (including ‘“‘cash-surrende:”’ value payments). 
And, finally, he does not show how the accumulation of assets through 
the sale of “‘high-priced”’ policies has been a source of strength to life 
companies, as, for example, in the “epidemic-year” of 1918. 

t The article to which Professor Nerlove replies was published in the October, 
1932, issue of the Journal of Business. 

2 The University of Chicago. 


A REPLY TO PROFESSOR NERLOVE 
JAMES P. SULLIVAN 


OFESSOR NERLOVE has, I believe, stated the major point of 
my paper as fairly as possible in so few words. He might have made 
the brief somewhat ‘nore complete and pointed by saying that “life 
companies are in the ‘demand-banking’ business, subject to policy 
loans and cash-surrender-value withdrawals; that a high-pressure cam- 
paign is already operating for the purpose of putting them more than ever 
into the ‘demand-banking’ business; that under present methods this high- 
pressure campaign will become more intensified if the companies come 
out of the present panic with even nearly whole skins; that therefore, etc.” 
The words italicized should be added to his brief of my argument in 
order to make it a complete statement. 

It is interesting to note the reasons Professor Nerlove gives for his 
statement that I have not presented a convincing case. First, he says 
that I present no evidence that the next depression will be more serious 
than the present one. 

I suspect that I should take rank with the major prophets of his- 
tory if I could do that. But the fact is that if the companies are 
allowed to work deeper and deeper into the demand-banking business 
between this financial panic and the next one, that next one will not 
have to be nearly so severe as the present one seems to be. As stated 
in my paper, the factor which has pulled most of the companies through 
the present panic up to date is the huge preponderance of cash-con- 
tributing non-cash-demanding members over the cash-withdrawing 
members. Under the “spiff” system of commissions to agents, and the 
now three-year-old campaign for the sale of pure-banking and semi- 
banking policies, that preponderance will be reversed in the next finan- 
cial panic, and the companies will have lost the one source of strength 
which has saved most of them up to this date in the present one. 

The professor says that I admit that the life insurance companies 
as a whole will weather this panic successfully, and that I suggest that 
the next one will be worse. I must differ. I do not suggest that the next 
panic will be a worse one than the present. (How could I? This one has 
not yet run its full course.) What I do expressly state is that the effects 
of the next panic will be worse than this one on the life insurance com- 

84 
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panies if they are allowed to continue to invade the demand-banking 
field as they have done in the past three years on the mouth-filling slo- 
gan, “The World’s Greatest Investment.” 

The professor says that neither I nor anyone else knows what will be 
the precise nature of the investments of life companies by the time the 
next depression occurs. I believe that I can give him a fairly close 
general description of what will be the nature of those investments if 
the companies continue in their banking activities; they will be securi- 
ties bought and investments made to secure a high rate of interest re- 
turn. 

Since my paper was published a suggestion has been made that the 
companies might well consider the advisability of keeping their assets, 
to a large extent, in the most liquid type of securities—short term gov- 
ernment bonds and cash, and high grade short-term corporation bonds 
to mature at the date of the next panic [sic]. The suggestion is so naive 
that I quote: 

Perhaps in the light of what has happened since October, 1929, a genera- 
tion or more will elapse before theories that prosperity can last forever are 
again accepted. There will therefore be more inclination to give serious atten- 
tion to a study of economic cycles to help approximate periods of stress. 
Having estimated the approach of such a period, high grade bonds maturing 
at the proper time [sic] may be purchased An extended depression is 
certain to be preceded by a period of rapid expansion and speculation in one 
or more of the fields of securities, commodities or real estate. Perhaps with 
the experience of recent years as a guide, life insurance executives will be 
able to foresee [sic] what is coming, and during the period of speculation will 
have the fortitude [sic] to build up liquid assets by the purchase of U.S. 
Government securities of relatively short duration, and of the highest grade 
short term corporation bonds which at that time appear to have the best 
chance of being paid promptly at maturity even though they may occur in a 
period of severe economic stress." 

The only thing that saves the above from being the acme of naiveté 
is the presence of the two “perhaps” qualifications. Perhaps the writ- 
er’s tongue was in his cheek. 

Two forces exist under present methods of life companies which 
make of any such plan for achieving liquidity for the next panic a mere 
dream. The first is the requirement of a net earning of three to four 
per cent for the maintenance of the obligations of the policy contract. 
The other, just as powerful, is the drive of company managers for high- 

1M. A. Linton, “Panics and Cash Values,” a paper presented before the fall 
meeting of the Actuarial Society of America, at Ottawa, Canada, October, 1932. 
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er than three to four per cent net in order to make profits for stock- 
holders, or higher “dividends” and hence lower “net cost” for policy- 
holders. The proposition will not look good to the buyer as “The 
World’s Greatest Investment” unless along with immediate availa- 
bility of the guaranteed principal (through policy loans and cash sur- 
renders) an interest return of four to six per cent can be shown. 

Even supposing that in the midst of the boom years before the next 
panic that never-before-discovered executive be found who will say, 
while his competitors are making huge earnings in stocks and mort- 
gages and high-interest long-term bonds, “Here, we must halt; I can 
see the next panic five years ahead. We must buy a large proportion 
of short-term governments, and of high grade short-term corporation 
bonds, even though they net us only three per cent; we must build up 
a large cash account in bank, even though it nets us only two per cent”’ 
—even supposing that rare individual turns up, does any man who is 
at all familiar with this life insurance business believe that even such 
an individual would be strong enough to resist the demands of his 
policyholders or stockholders for the old time hey-day dividends; 
strong enough to resist the pleadings of his sales managers for higher 
policy “dividends” to prevent the extinction of his sales force in com- 
petition; strong enough to resist the threats of agents to leave and go 
to work for other “lower-net-cost” companies if the new principle of 
liquidity is not dispensed with so that old “dividend” scales can be 
maintained—yes, even increased; strong enough to “stand pat” on his 
foresight and watch policyholder after policyholder cash in his policy 
(on which the so-called “dividend” has been reduced) in order to take 
a new policy in a company which has no far-sighted executive and 
which still invests in long-term, high-earning mortgages, stocks, and 
bonds? 

In my opinion, based on what we have seen in the past three years, 
it would be dangerous optimism to expect to find even one man who 
would have not only the foresight and the wisdom to anticipate a panic 
in the midst of a boom, but also the moral and physical [sic] fiber to 
put his conservatism into effect and to stand pat on it. If Iam wrong, 
and many such men are now to be developed, the whole problem of 
booms and panics, not only for life insurance but for all business, is 
solved. Because when men in general become conservative in the 
midst of a boom, there will be no boom; when men in general become 
liberal and optimistic in the midst of panic, there will be no panic. 

But persiflage aside, I believe I—and many others—have a pretty 
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clear idea as to the nature of life insurance company investments in the 
next panic, under present methods. 

The professor is right when he says I make no allowance for govern- 
ment aid to distressed companies in the next panic. I do not, for a 
number of reasons. First, I am not sure, and no one can yet show me, 
that the loans from the Reconstruction Finance Corporation in the 
present panic have really been of material aid. They have postponed 
the day of final accounting, no doubt, but if that day comes some time 
it will simply be a worse accounting as a result of the loans. Second, 
the history of our present R.F.C. may be such, when all is public, as to 
prevent effectively any repetition of such an uneconomic venture. 
Third, if a repetition of the R.F.C. should be developed in a big way 
to he’p the life insurance companies in the next (or even in this) finan- 
cial panic, it would certainly end in government life insurance. And 
much as those whom Elizur Wright called the “‘bellwethers” resent the 
idea of withdrawing from the banking business, they would rather a 
thousand time do that than have government life insurance, which is, 
of course, for the policyholder and for the beneficiary, the ideal con- 
summation. (Cf. the War Risk Bureau, its premium costs, and policy 
terms.) 

Professor Nerlove says that I “‘do not give full cognizance to the 
attempts now on foot to limit the ability of policyholders to withdraw 
funds in the form of ‘cash values’ and ‘policy loans.’ ”’ I rather think I 
do recognize all plans suggested up to the date of my paper (August, 
1932). I state that they will not work; that they will be ineffective to 
check the banking demand. (Page 354, lines 19 to 31; page 3509, lines 
13 to 15.) , 

Apropos, the Illinois Life Insurance Company, recently in receiver- 
ship, amply able even today to care for all life insurance functions 
(death claims) but insolvent in its banking activities, had, I believe, 
the highest surrender charges of any of the country’s companies; yet 
those high confiscations of part of the savings of the insured had no 
deterrent effect on policy loans or cash surrenders—none whatever! 
As a rule a surrendering policyholder has no idea, in any company, just 
how much or how little of his savings account is being confiscated. 

The professor says that I give no attention to the rate of increasing 
sales and constantly incoming cash, which has enabled some companies 
to stay ahead of the banking demand. While this system of maintain- 
ing solvency should have no connection with widows’ and orphans’ 
funds, I believe I do give attention to this point. (Page 357, last para- 
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graph, through line 22 on page 358. Also page 354, last line, through 
page 356, line 9.) Iam certain that the company annual reports of De- 
cember 31, 1932, when published in March next, will be well worth 
watching to see just where this system is breaking down—the demand, 
at long last, forging ahead of the intake. The very fact that a continuous 
excess of new cash from premiums over the banking demand is always 
spoken of, by advocates of banking combined with life insurance, as 
one of the main factors of safety, is in my opinion one of the surest 
proofs of the fundamental weakness of the whole system of demand- 
banking hooked up to life insurance. 

Finally, the professor says that I do not show how the accumulation 
of huge assets through the sale of “high-priced’’ policies has been a 
source of strength to life companies, as in the “epidemic year” of 1918, 
for example. 

He is correct. I do not, for the reason that those huge assets were 
not, are not, and never can be, under the legal reserve system, a source 
of strength—other than small excess interest earnings—in an epidemic 
or any other excessive-mortality calamity. Under the legal reserve 
laws, no dollar of the reserve which should be and is on hand behind 
John Smith’s policy can ever be used to pay John Jones’s death claim. 
The moment any such dollar is so used, the law declares the company 
insolvent. 
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What Price Wall Street? By Forest Davis. New York: William 

Godwin, 1932. 

Mr. Davis has added one more book to the rapidly growing volume 
of material whose general theme is the castigation of Wall Street. 
At a time like the present, one can readily understand the resent- 
ment and contempt in which the financiers of this nation are held. 
One is, however, tempted to inquire why, if things have been so bad, 
it is necessary to wait for a depression in business activity before we 
are told about them. 

The thesis of this book is that the freedom granted in the past to 
capitalistic individualism has resulted in such chaos that we can accept 
the present economic order no longer, and that the general realization 
of this fact will serve to bring about a new social system based upon a 
kind of benevolent state socialism. The author seems to take for 
granted that capitalism is personified only in the traders-for-profit. 
He ignores entirely the other phases of our economic order. Mr. Davis 
generalizes and approves the stigma which has attached to the specu- 
lators of all times, and points out the shortcomings of the American va- 
riety of financial speculators in particular. 

The first two chapters acquaint us with some of the nefarious prac- 
tices of the traders-for-profit in the Orient and in Europe. This por- 
tion of the work is, unavoidably perhaps, but sketchily done. It serves 
no good purpose unless it be to enable the reader who closes the book to 
say, “Well, I guess we’re pretty bad, but at that we are no worse than 
any other nation!” 

The succeeding fourteen chapters deal with the high points in the 
history of American financial skullduggery. The series of business de- 
pressions which began with the fatal years 1791, 1837, 1857, 1873, 
1893, 1907, and 1929 are dealt with in a fast-moving, entertaining style 
which holds the interest of the reader until the story is ended. These 
depressions are not pictured in staggering, statistical detail; instead, 
the dominating personalities in Wall Street are sketched with bold 
strokes, and in between is supplied the light detail that makes a per- 
fect picture for the fascinated reader. 

89 


THE JOURNAL OF BUSINESS 


go 


The economist, however, is a little disconcerted by the simplicity 

with which Mr. Davis explains the phenomenon of business cycles. 
The author flatly attributes our national woes to the misuse of credit 
by our financial institutions. He lays special emphasis upon the fact 
that, to the dismay and ruin of legitimate business, too much credit was 
used in Wall Street for speculative purposes. This explanation appears 
to be superficially true, but one wouldlike to see the interrelationship 
of credit and business actively clearly traced. More emphasis should 
be placed upon such related factors as: (1) The concentration of wealth 
in the hands of the few, which, instead of maintaining the buying 
power of consumers in general, supplied financial houses with the 
money to carry on speculative operations; (2) that this situation tended 
to give bankers an opportunity to overextend themselves grossly and 
thus plant the seed of bankruptcy; (3) that the limitation upon the 
rate of consumption caused the latter to fall behind the rate of produc- 
tion; and (4) that it is difficult enough to maintain an equality in the 
rates of production and consumption of commodities in our complex 
economic order without adding the further hazard of the maldistribu- 
tion of wealth. Would Mr. Davis go so far as to say that the control 
of credit would eliminate the business cycle? I think not. In fact, in 
his final chapter the author vaguely contemplates the necessity of a 
general economic council which would have very wide powers. 

Mr. Davis flatly denies that the business cycle is self-generative. 
He is at very much pains to present the reason for the subsequent re- 
covery from each business depression which he studies. His central 
theme is that we recovered only because we were fortunate enough to 
find a famine or a war on hand to lead us back to prosperity. Thus, the 
only way out of a depression is to discover a new market to replace the 
one lost through the maldistribution of wealth. Although it is true that 
the self-generative feature of cycles is usually operative only in the 
long run, this feature does exist by virtue of the gradual exhaustion 
of inventories, and the long-run accumulation of purchasing power. 

Chapter xv is entitled “The Short Sellers’ Holiday.” Here the au- 
thor endeavors to examine the charges made by Mr. Hoover and the 
Republican administration in general that short sellers were responsi- 
ble for the drastic decline in security prices during 1930, 1931 and 1932. 
Practically no emphasis is placed by Mr. Davis upon the other dom- 
inating factors; viz., the necessitous selling of margined accounts, dis- 
couraged selling by long-pull holders of stock, and the selling frenzy 
of bankers in the mad rush to liquidate their collateral loans. To the 
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reviewer there does not appear to be any doubt that these factors 
were as important as bear raids in forcing the decline of security prices. 
Furthermore, the author makes too little of the fact that, by com- 
parison with commodity price levels, stock prices are still very high. 
The final chapter in the book is a prophecy. The author predicts a 
peaceful social revolution at the presidential election of 1936 as a result 
of which a new party will take office and inaugurate a new era whose 
insignia will be peace and justice instead of the rugged, barbarous, 
piratical individualism which has brought us so much woe. The pic- 
ture drawn of American society in 1947 appears at this distance to be 
utopian. The probable exaggeration in prophecy serves well to bring 
to mind the assurance which most of us feel, namely, that we must look 
forward to a gradual growth in government control of business activity. 
Americans will have neither the unadulterated individualism of capi- 
talism nor the strait-jacket Russian system, but rather a type of 
state socialism where economic insecurity will be banished and peace 
prevail. 
Cyrit O’DONNELL 
De Pavut University COLLEGE OF COMMERCE 


Report of the Gold Delegation of the Financial Committee of the 
League of Nations, Geneva, 1932. (Boston: World Peace Foun- 
dation.) 

This report closes a series of documents produced by the Gold Dele- 
gation appointed in 1929. As might reasonably be expected, in view of 
the scope and difficulty of its problem (“fluctuations in the purchasing 
power of gold and their effect upon the economic life of the nations’), 
the members of the Delegation have not all come to identical conclu- 
sions. Though the report is nominally unanimous, no less than seven 
of the twelve members have felt it necessary to make qualifications; 
and of these, four—Messrs. Janssen, Mant, and Strakosch in a joint 
memorandum and Professor Cassel—frankly call their opinions dis- 
senting. The report itself, while judiciously rather than frankly written, 
contains a mass of well-digested information; though the analysis of 
the dissenting members seems better. The latter emphasize chiefly 
capital movements and debt payments. As Professor Cassel tersely 
puts it: 

The fundamental cause of the breakdown of the gold standard was the 
claim of reparations and war debts, combined with the unwillingness of the 
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receiving countries to receive payments in the natural form of goods and 
services. This underlying cause became effective when France, in 1928, en- 
tered the gold-standard system and began to draw gold to herself on a large 
scale, and when at the same time America ceased that export of capital which 
previously had served to maintain equilibrium in her balance of payments. 
The consequence was such a drain on the gold reserves of other countries as 
to cause the breakdown of the international gold-standard system. 


Without denying the importance of governmental debt remittances 
as a rigid item in the balance of payments, it is to be suggested that the 
main emphasis should lie rather on the structure of the post-war mone- 
tary system. If the loss of gold by some countries ‘means deflation of 
their circulating media, while the receivers do not carry out a corre- 
sponding inflation of theirs, the depressing effect on world price levels is 
obvious. It is true that the debt situation had much to do with setting 
up gold drains at the beginning of the depression (and this applies as 
much to the South American countries as to debtors on war account). 
But it is because France and the United States could absorb gold with- 
out inflation, while the rest of the world could not give it up without 
deflation, that the gold movements since the end of 1928 have served 
to intensify the world-depression. The principal recommendations of 
both majority and minority are: settlement of debts; removal of re- 
strictions on trade; strengthening of central bank reserve positions by 
various means; abstention of central banks from the practice of “‘steril- 
izing”’ gold; and (partially reconciling the essential inconsistency of the 
last two) international co-operation of central banks in a program of 
price stabilization. 

ALBERT G. 


UNIVERSITY OF CHICAGO 


Modern Economic Society. By SUMNER H. SLICHTER. New York: 

Henry Holt, 1931. Pp. xii+go9. 

This book is divided into four parts, the first one opening with a dis- 
cussion of the control of industry. As a telling argument for its need, 
estimates of unused capacity are presented. There are presented also in 
this part fundamental concepts, by the device of description rather 
than definition. The second part is titled “Some Basic Characteristics 
of the Existing Economic Order,” and the institutional set-up is dis- 
cussed. Questions of control, technology, and personal distribution are 
emphasized in this part. The third part, “The Operation of the Exist- 
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ing Economic Order,” analyzes price determination, the fixing of rates, 
Farm-Board stabilization operations, the business cycle, the price level, 
the consumer, distributive shares, taxation, tariff, and international 
finance. Part four comprises a chapter of constructive suggestions on 
what we can do to better economic conditions. 

In the Preface Slichter expresses it as his purpose to incorporate the 
specialized and monographic work. One will be struck with the extent 
to which this has been done. This is a type of writing on general eco- 
nomics which departs markedly from the usual text with its major de- 
pendence upon deductive principles. 

The point of view is so obvious in every chapter that many will find 
themselves in disagreement. Throughout the book, one will find the 
question, “What are we going to do about it?” close to the surface. The 
existing economic arrangements are faced just as critically as alterna- 
tive ones, and just as critically as suggested types of arrangements for 
attaining rational control of certain economic changes. However, this 
is partly to be accounted for by the fact that monographic studies upon 
which the book rests are on the whole so oriented in their point of view 
since they rest on a study of facts. 

The attention devoted to dynamic economics is notable. The static 
principles are presented, but with the incorporation of monographic 
studies, it was unavoidable that problems of shiftings which take place 
over a period of time in every type of economic activity would come 
up for discussion. Chapter xxi, on ‘“The Determination of the Price 
Level,” presents the majority of problems which must be faced in an 
attempt to stabilize the price level. Chapter xx on “The Business 
Cycle,”’ cannot be equaled for a forty-page statement of the business- 
cycle problem anywhere in economic literature so far as the reviewer 
is aware. 

The value of this book to the mature student cannot be overempha- 
sized. It may be necessary to accept conclusions critically; but a digest 
of analyses on widely scattered problems is here presented in compara- 
tively brief compass, all related in some degree to economic theory. 
The mature business man without a training in economics might find 
large profits from a month of dull times spent in isolation with this 
book. But the book seems too controversial for elementary courses in 
economics; and there is a question whether the various subjects con- 
sidered cannot be handled more satisfactorily in separate courses where 


each subject can be studied more thoroughly. 
Eimer C. BRATT 
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